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TRENDS IN FOREST TAXATION 


ELLIS T. WILLIAMS * 


OR a number of reasons an over-all 

look at the field of forest taxation 
seems appropriate at this time. The 
year 1960 marks roughly the 100th 
anniversary of active interest in forest 
tax legislation in the United States.? 
Although there were occasional attempts 
to deal with forest tax problems in the 
earlier years of our national history and 
even during colonial times, the move- 
ment for timber exemption in the Ne- 
braska Territory during the years 1859- 
61 serves to initiate the modern period. 
Again, 1960 marks the 50th anniversary 
of the yield tax movement for relief to 
forest owners by freeing timber from 
the annual property tax and imposing 
instead a gross income tax at time of 
timber harvest. Early interest in the 
yield tax device centered about the year 
1910. Finally, 1960 is the 25th anni- 
versary of the publication of the so- 
called Fairchild Report in 1935.7 This 


* The author is a member of the Division of For- 
est Economics Research, Forest Service, U. S$. Depart- 
ment of Agriculture, Washington, D. C. The views 
expressed are those of the author. 


1 For a general historical survey of forest tax legis- 
lation see Fred Rogers Fairchild and Associates, Forest 
Taxation in the United States, U. S. Department of 
Agriculture, Miscellaneous Publication 218, 1935, pp. 
341 and following (out of print). 


2 Work cited. 


study was the product of the Forest 
Taxation Inquiry established within the 
U. S. Forest Service under authorization 
of Section 3 of the Clarke-McNary Act 
of 1924.3 The report of the Forest 
Taxation Inquiry, a document of some 
700 pages, represents a high water mark 
in the study of the subject to date. 

During the period that followed the 
work of the Taxation Inquiry, interest 
in forest taxation continued but with 
less sense of urgency. This was due in 
part to rapidly rising land and timber 
values during and following World War 
II, in part to liberalized capital gains 
treatment for timber owners under the 
federal income tax, and in part to other 
factors.* More recently, however, with 
ever increasing revenue needs of local 
governments, the property tax burden 
is bearing more heavily upon forest 
owners and in a number of areas forest 
tax problems have again come to the 
fore. 

Although taken up frequently at ear- 
lier conferences of the National Tax 
Association, forest taxation has seldom 
been on the agenda in recent years. 


3 Act of June 7, 1924, 43 Stat. 653. 


4 William A. Duerr, “ Forest Taxation Problems— 
How Serious and For Whom?,” Proceedings of the 
Society of American Foresters, 1957, pp. 125-128. 
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The subject as such was last discussed 
by Hill at Bretton Woods in 1954 and 
by Wehrwein and Hall at St. Paul in 
1941.5 Forest taxation has not previ- 
ously been the subject of an article in 
the National Tax Journal. 

The present article relates primarily 
to state and local taxes upon forest land 
and timber with particular reference to 
the application of the property tax and 
the forest yield tax where substituted 
for the property tax. The Forest Tax- 
ation Inquiry and the Fairchild Report 
are taken as a point of departure. After 
summarizing the scope of the Report 
and its chief findings, leading develop- 
ments of the past 25 years are reviewed. 
Consideration is then given to current 
thinking in the field and to ways in 
which forest taxation may be better 
adapted to future revenue and forestry 
needs. Limited consideration is given 
to severance taxes, income taxes and 
death taxes; no attention is given to 
payments in lieu of taxes on forest lands 
in public ownership.® 


THE FOREST TAXATION INQUIRY 


. . » The Secretary of Agriculture shall 
. study the effects of tax laws, meth- 
ods, and practices upon forest perpetua- 


5H. W. Hill, Timber Taxes in New Hampshire, 
Proceedings 47th Annual Conference, National Tax 
Association, 1954, pp. 148-153; George S. Wehrwein, 
Appraisal of Special Forest Tax Legislation in Prac- 
tice, Proceedings 34th Annual Conference, 1941, pp. 
619-636. See also Samuel B. Stewart, Can We Make 
the Property Tax a More Effective Fiscal Instrument?, 
Proceedings 51st Annual Conference, 1958, pp. 456- 
462. 


6 For general discussion of such payments see Com- 
mission on Intergovernmental Relations Report to the 
President, 1955, p. 108; also COIR Study Committee 
Report, Payments in Lieu of Taxes and Shared Reve- 
mues, 1955. For discussion of in-lieu payments as 
related specifically to the national forests, see Ellis T. 
Williams, “ National Forest Contributions to Local 
Governments,” Land Economics, August 1955, 31(3): 
204-214. 
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tion cooperate with appropriate 
officials of the various States or other 
suitable agencies in such investigations 
and in devising tax laws designed to en- 
courage the conservation and growing of 
timber. ... 


Under this directive of the Clarke- 
McNary Act, the Forest Taxation In- 
quiry was established in 1926 at New 
Haven, Connecticut, under the direc- 
tion of Professor Fred Rogers Fairchild 
of Yale. Technical personnel during 
the period in which the report “ Forest 
Taxation in the United States” (the 
Fairchild Report) was prepared, num- 
bered some 17. This major effort to 
analyze the forest tax problem stemmed 
from widespread feeling that property 
taxes, second only to the risk of forest 
fire, were a major drawback to the 
practice of sustained yield forestry. 
The Senate Select Committee on Refor- 
estation, appointed in 1923, had called 
attention to the burdensome effect of 
annual property taxes on timber grow- 
ing and had urged that the Federal gov- 
ernment take the lead in a comprehen- 
sive investigation of the whole forest 
tax problem. Section 3 of the Clarke- 
McNary Act quoted above reflects in 
large part the Select Committee’s recom- 
mendations.” 

Although it is the Fairchild Report 
for which the Forest Taxation Inquiry 
is chiefly remembered, more than a 
dozen progress reports were issued dur- 
ing the earlier years of the investigation. 
Several of these presented detailed 
analyses of the forest tax situation in 
selected states or regions and provide 


7 Report of Select Committee on Reforestation, 
Senate Report No. 28, 68th Congress, Ist Session, 
January 10, 1924. For general background of Clarke- 
McNary Act, see Samuel T. Dana, Forest and Range 
Policy, McGraw-Hill Book Company, 1956, pp. 208- 
24. 
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useful benchmark data for later studies.® 
In addition, following completion of the 
main report the Inquiry undertook fur- 
ther studies in North Carolina, Michi- 
gan, and Florida.° 

The Fairchild Report itself was of 
broad scope. Primary emphasis was 
given to the property tax. There was 
consideration of forest taxation theory, 
assessment and apportionment, collec- 
tion and delinquency, forest land and 
timber in the property tax base, and ef- 
fects of the tax upon forest manage- 
ment. Special forest tax legislation, 
designed as a substitute for or modifica- 
tion of the property tax, was also con- 
sidered and, more briefly, income taxes, 
death taxes, and severance taxes. At- 
tention was given to the organization 
and functions of local government as 
controlling the absolute burden of tax- 
ation. Forest taxation in northwestern 
Europe with specific reference to Great 
Britain, France, Germany, Switzerland, 
Sweden, Norway, and Finland was con- 
sidered in some detail. The report con- 
cluded with a summary of the forest 
tax problem and with recommendations 
for its solution. The report contained 
literature citations and a general bibli- 
ography on forest taxation comprising 
in the aggregate some 800 items. 

Tax obstacles to the practice of for- 
estry on private lands were attributed 


8 The progress reports are summarized on pages 
12-14 of the Fairchild Report. Seven dealt with con- 
ditions in Minnesota, Wisconsin, and Michigan or 
with the Lake States as a group, three with Oregon 
and Washington, and one with North Carolina. 


9 Richard W. Nelson and R. Clifford Hall, Taxa- 
tion of Forest Property in North Carolina, 1938, 32 
pp. (processed); Alf Z. Nelson, Forest Land Taxation 
in Michigan, 1940, 46 pp. (processed); Wade E. De- 
Vries, Ronald B. Craig, and R. Clifford Hall, Taxa- 
tion of Florida Forests in 1942, 1943, 26 pp. (proc- 
essed). U. S. Department of Agriculture, Forest 
Service, Forest Taxation Inquiry. 
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by the Fairchild Report to three causes. 
These, quoting from a published sum- 
mary, were “ (1) the high cost of local 
government, since, if government ex- 
penditures are high, the tax burden 
must necessarily be heavy; (2) the 
faulty administration of the property 
tax, whereby forestry may be bearing 
more than its fair share of the cost of 
government; and (3) the inherent dis- 
advantage of the property tax in re- 
spect to deferred-yield forests.” *° 

The solution proposed by the Report 
would have attacked each of the ob- 
stacles just enumerated. Recommended 
were, again quoting from the summary 
contained in Circular 358, ““(1) reduc- 
tion in the total cost of local govern- 
ment, particularly in the forest regions, 
(2) improvement in the operation of 
the property tax, and (3) modification 
of the property tax as applied to for- 
ests, by permitting adjustment of the 
tax burden to deferment of income.” 
To accomplish this latter objective alter- 
native methods of taxation were pro- 
posed: an adjusted property tax, a de- 
ferred timber tax and a differential 
timber tax. Further mention will be 
made of these three plans at a later 
point. 

During the past quarter century 
progress in overcoming the tax ob- 
stacles identified by Fairchild has been 
uneven. Some advance, however, is to 
be noted in connection with each. 
After reviewing the forest tax changes 
since 1935, it will be instructive to re- 
consider Fairchild’s analysis in charting 
the direction that developments are 
likely to take in the years ahead. 

10 R. Clifford Hall, The Forest Tax Problem and 


Its Solution Summarized, U. S. Department of Agri- 
culture, Circular No. 358, 1935, 17 pp. 
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DEVELOPMENTS IN FOREST TAXATION 
SINCE 1935 


A. Property taxes 

B. Special forestry provisions in the 
property tax field 
1. bounties, rebates, and exemptions 
2. modified property taxes 
3. yield taxes 
Other taxes affecting forest owners 
1. severance taxes 
2. income taxes 
3. death taxes 


Review of significant developments 
during the past 25 years may logically 
begin with the property tax and then 
proceed through the other taxes listed 
in the outline above. In the final sec- 


tion we shall need to return to the prop- 
erty tax field as the one with which 
forest tax questions of the future seem 
likely to be primarily concerned. 


Property Taxes 


Application of the property tax to 
forest land and timber is far-reaching. 
Forest land comprises one-third of the 
land area of the United States. After 
excluding lands owned by federal, state, 
and local governments and also non- 
commercial forest lands (defined as 
those either legally withdrawn from 
timber utilization such as wilderness 
areas, or incapable of producing usable 
wood crops such as those at higher ele- 
vations) the remainder still amounts to 
358 million acres or about one-fifth of 
our total land area. The total timber 
growing stock on private commercial 
forest land is estimated at 304,000 mil- 
lion cubic feet.” 

Special forest tax laws, particularly 


11 Timber Resources for America’s Future, Forest 
Service, U. S. Department of Agriculture, Forest Re- 
source Report No. 14, 1958, Appendix Tables 1, 3, 
and 11. 
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yield taxes, have brought about some 
reduction of the property tax base over 
the past 25 years in a number of states. 
However, the aggregate withdrawal of 
forest land (as contrasted with timber) 
is less than one per cent of our total 
commercial forest land area in private 
ownership and there has been little 
change in this figure since 1935. In re- 
spect to timber on the other hand, some 
10 per cent of total growing stock on 
private commercial forest land is now 
withdrawn from the property tax base. 
Possibly 80 per cent of such withdrawal 
has taken place during the past quarter 
century due, for the most part, to the 
enactment of mandatory yield tax laws 
in Mississippi (1940), New Hampshire 
(1949), and Louisiana (1954). 

Nonetheless the property tax contin- 
ues to apply to roughly 90 per cent 
of our private commercial timber stand 
and to virtually all of our private com- 
mercial forest land area. The market 
value of forest property to which the 
property tax applies can hardly be de- 
termined with accuracy but may well 
fall within a range of $10-$20 billion. 

Two aspects of the evolving property 
tax situation are of particular interest: 
assessment and delinquency. The assess- 
ment of forest land and timber has 
traditionally been of poor quality. Fail- 
ure to determine land area and timber 
quantity correctly, and to determine 
current land and timber values are quite 
usual. Cases are cited moreover, in 
which there has been failure to place 
forest tracts upon the tax rolls at all. 
Reasons for faulty assessment are not 
hard to find. 

Forested areas are frequently exten- 
sive, with boundaries difficult to locate. 
In the absence of up-to-date tax maps 
delineation of individual holdings proves 
difficult and time consuming. Assessors 
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may be unfamiliar with the site quality 
of forest land, and with the range of 
timber species, age classes, and density of 
stocking likely to be encountered. Fi- 
nally, timber values are frequently low 
as contrasted with other types of real 
property with which the assessor is con- 
cerned and, as a result, forest tracts re- 
ceive a minimum of attention. 

The faulty forest assessment practices 
of 25 years ago are still very generally 
prevalent. Field studies in 1953 in- 


cluded such comments as the following: 


The systems of classification and ap- 
praisal in the various counties follow no 
logical method. . . . They are standard- 
ized to the extent that in no county 
studied was the assessor able to explain 
how the appraisals are made... 


Again: 


. . . There are no assessment classes or 
any classification whatsoever of timbered 
lands ... Valuation of timbered land... 
has little or nothing to do with the type 
of timber on it, and apparently accessi- 
bility and other similar factors are not 
considered . . . Assessment is almost al- 
together based on previous years’ assess- 
ments and seldom changed. 


That there is a tendency as with other 
types of property for low valued lands 
to be relatively overassessed and for 
higher valued lands to be relatively un- 
derassessed seems clear. 

A recent study in Missouri concluded: 


Forest land was assessed at a substan- 
tially higher percentage of market value 
than other classes of real estate. Accord- 
ingly, owners of forest land were bearing 
more of the tax load than they should. 
The degree of over-assessment varied 
among counties, but this form of dis- 
crimination by tax assessors appears to 
be a general practice.!” 


12 Richard C. Smith, Taxation of Forest Land in 
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This study found that forest land was 
assessed at an average of 99 per cent of 
market value as contrasted with an 
assessment ratio of about 50 per cent 
for farms and 30 per cent for urban 
property. In Wisconsin published data 
for the year 1958 show that land in the 
““ swamp, cutover and waste ” classifica- 
tion was assessed at an average of 156 
per cent of equalized value, “ timber- 
land ” was assessed at 93 per cent, and 
agricultural real property at 56 per cent. 
These figures contrast with an average 
for all real property in the State of 55 
per cent of equalized value.** Similar 
situations are to be found in other areas. 

While faulty assessment of forest 
property is still common, improvement 
is gradually taking place. This change 
reflects in part improvement in assess- 
ment administration as a whole, and in 
part developments related specifically to 
forest land and timber. General prog- 
ress in assessment administration has 
paralleled the growth in membership 
and influence of the International (for- 
merly National) Association of Assessing 
Officers established in 1934. Profes- 
sional standards are being raised through 
the Association’s certification program, 
through increasing use of training 
schools for assessing officers and as a 
result of lowered residence barriers. 
Transfer of the assessment function 
from the township to the county con- 
tinues to gain support, a development 
that can do much to improve the quality 
of rural assessments including those on 
forest property. State tax departments 
are providing more assistance to local 
assessors through preparation and ex- 





South Missouri, University of Missouri College of 
Agriculture, Research Bulletin 624, 1957, p. 35. 


13 Property Tax 1958, Wisconsin Department of 
Taxation, Bulletin No. 458, August 1959, pp. 3-4. 
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pansion of statewide assessors’ manuals, 
through holding of training sessions and 
in other ways. Revaluation projects are 
becoming more frequent and special tax 
study commissions are at work in a 
number of States."* 

Although improvements in assessment 
administration tend to come earlier in 
urban areas, timberland assessments re- 
flect the rising standards to a lesser de- 
gree. Over the 15-year period 1941- 
1955 the number of states giving some 
attention to forest property in their 
assessment manuals rose from 12 to 27. 
Brief instructions increased from ten to 
sixteen and more extended instructions 
from two to eight. In addition, three 
states in 1955 had issued separate timber 
assessment manuals and another was in 
preparation. The trend toward im- 
proved forest assessment guides has con- 
tinued since 1955. Although assess- 


ment instructions are not necessarily re- 
flected in practice, preparation of such 
instructions is a necessary first step and 
an indication of progress.’® 


Interna- 
Assessor’s 


14 Assessment Administration —1959,” 
tional Association of Assessing Officers, 
News Letter, 26(2): 15-20 (1960). 


15 A. Z. Nelson, Status of Official Instructions for 
Assessing Forest Land, Forest Taxation Inquiry, For- 
est Service, U. S. Department of Agriculture, 1941, 
pp. 28 (processed); Ellis T. Williams, State Guides 
for Assessing Forest Land and Timber—1955, Forest 
Service, U. S. Department of Agriculture, 1956. <A 
discussion of the trend toward better forest assessment 
instructions is contained in “ Tax Assessment of For- 
est Land and Timber Shows Improvement,” Journal 
of Forestry, $4(3): 172-6, March 1956. 


16 Among state assessment manuals the following 
are of particular interest from a forestry standpoint: 
Washington State Tax Commission, 1952, Appraisal 
Manual for Timber and Timberlands, 70 pp. (proc- 
essed); Michigan State Tax Commission, 1955, Asses- 
sor’s Manual, pp. 212-232; Arkansas Assessment Co- 
ordination Division, 1956, Assessor’s Manual—Real 
Estate, pp. 55-65; Vermont Tax Department, 1960, 
Timber Appraisal Guide, 13 pp.; California State 
Board of Equalization, 1960, Timber Appraisal Man- 
ual, 118 pp. 
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As between classification and valu- 
ation of forest property, assessors’ 
manuals have given more attention to 
the former. Classification ranges from 
broad division between “ woodland ” 
and “‘ cutover ” through groupings such 
as “large sawtimber, medium saw- 
timber, small sawtimber, small second 
growth, and cutover” all the way to 
detailed breakdowns based upon timber 
species, age, quality, density and stock- 
ing, and other factors. To assist the 
assessor in Classification, some manuals 
contain aerial or ground photographs of 
typical timber stand condition classes. 
Broad forest regions may be used for 
classification where conditions are suffi- 
ciently uniform. In Arkansas, for ex- 
ample, the following land classes are 
specified: coastal plain pine land, moun- 
tain pine, bottomland hardwood, moun- 
tain hardwood, and “ all other.” 

As to valuation, detailed instructions 
may be provided for conducting a tim- 
ber “cruise” (on-the-ground survey 
for the purpose of estimating timber 
quantity and quality) or for interpreta- 
tion of aerial photographs. In one 
State, Oregon, timber appraisal has been 
made the responsibility of the State Tax 
Commission.** Some manuals recom- 
mend that local assessors consult with 
county valuation committees as in farm- 
land assessments, with county agricul- 
tural agents or, if warranted by quan- 
tity and apparent value of the timber, 
with representatives of the State Forest- 
er’s Office. In some cases the assessors’ 
manual lists a range of values applicable 
to specific classes. For the most part 
suggested values are intended to reflect 
current market value as evidenced by 
sales of comparable tracts. Use of an 


17 Oregon, 23rd Biennial Report of State Tax Com- 
mission, 1954-6, p. 12. 
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income approach to valuation has as 
yet made relatively little headway. 

A number of other developments hav- 
ing a bearing upon improved forest 
assessment may be noted. State tax 
commissions and state boards of equali- 
zation in a number of states now have 
one or more full-time foresters on their 
staff, and the number is increasing. 
Twenty-five years ago this occurred 
seldom if at all. A second development 
concerns the increased use of aerial 
photography and accumulating experi- 
ence in photointerpretation.’* Indi- 
vidual contact prints at a scale of 
1:20,000 (3.17 inches per mile) are 
available through the Commodity Sta- 
bilization Service of the Department of 
Agriculture. Commercial firms supply 
aerial photographs on larger scales at 
reasonable cost. Aerial photointerpre- 
tation offers a relatively inexpensive 
means of estimating timber stand con- 
ditions over wide areas that can have 
far-reaching implications for forest as- 
sessment. Another factor in the forest 
assessment picture has been growing in- 
terest in the subject at conferences of 
the International Association of Assess- 
ing Officers.’® 


18 W. B. Eubanks, “ Photogrammetry and Forest 
Taxation,” Photogrammetric Engineering, 16(1): 156- 
165, 1950. 


19, H. Johnson, Taxation of Maine Forest Land, 
Papers presented at 16th International Conference on 
Assessment Administration, National Association of 
Assessing Officers, 1950; G. A. Stock, Assessment of 
Standing Timber, 19th International Conference, 
1953; S. B. Stewart, E. T. Williams, C. H. Jeter, and 
George Fox, Assessment and Taxation of Timberland, 
24th International Conference, 1958; H. S. Mac- 
Glashen, Toward Better Forest Assessments in Nova 
Scotia, 25th International Conference, 1959. C. H. 
Mack, E. T. Williams, I. J. Olson, N. R. McDonell, 
E. L. Clark, Timberland Assessment and Taxation, 
26th International Conference, 1960. See also A. W. 
Bratton, “Assessment of Timberlands,” Assessor’s 
Newsletter, August 1954, pp. 60-1. 
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The second aspect of the property tax 
to be considered, that of delinquency, 
today bears little resemblance to the 
situation prevailing 25 years ago. The 
serious forest tax delinquency to which 
the Fairchild Report called attention 
had gained momentum in the agricul- 
tural depression of the 1920’s. In a 
number of forested areas, notably the 
Lake States, the Southern States, and 
the Pacific Northwest it reached acute 
proportions during the major industrial 
depression of the 1930’s. Short-term 
delinquency, that in which taxes remain 
unpaid at the end of the legal collection 
period, gave way to long-term de- 
linquency in which the accumulation 
of unpaid taxes over the years leads to 
imminence of foreclosure. 

In the Pacific Northwest, in four 
selected counties of the Douglas-fir re- 
gion, 9 per cent of the total area of 
private aad tax-reverted forest land was 
delinquent three years or more in 1932 
and an additional 2 per cent had re- 
verted to public ownership for unpaid 
taxes. By 1941 these figures were 19 
per cent and 14 per cent respectively.” 
In the South it was estimated in 1940 
that 22 million acres of rural land 
(forest and nonforest) in the eight 
states from Georgia and Florida to 
eastern Oklahoma and Texas were in de- 
fault of tax payments for two or more 
years." Of this tax deliquent acreage, 
between 13 and 15 million acres were 
believed to be forest land. The reason 


20S. A. Wilson, Comparative Tax Delinquency and 
Reversion in Selected Counties of the Douglas-Fir 
Region, 1932-33 and 1940-41, U. S. Forest Service, 
Pacific Northwest Forest and Range Experiment Sta- 
tion, 1942, 7 pp. (processed). 


21 R. B. Craig, The Forest Tax Delinquency Prob- 
lem in the South, U. S. Forest Service, Southern For- 
est Experiment Station, Occasional Paper No. 92, 
1940, 14 pp. (processed). 
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for forest land showing a higher per- 
centage of delinquency than agricul- 
tural land was attributed to gross over- 
assessment of cutover areas relative to 
other real property in the same counties. 
In the Lake States it was estimated in 
1933 that from 18 to 20 million acres 
of forest land, 35 per cent of the forest 
area of the three states, were delinquent 
and virtually abandoned.” 

The situation improved rapidly in 
the 1940’s and by 1948 it could be 
stated that tax delinquency had fallen 
to a long-time low.** The general 
economic upturn stemming from the 
national war effort was primarily re- 
sponsible. Other factors making for 
improvement included readjustments in 
the revenue pattern of local govern- 
ments, notably a sharp increase in state 
aid and some consolidation of the 


smaller political units, particularly rural 


school districts. 

Several legacies of the forest tax de- 
linquency of the Great Depression may 
be noted. First, state and local adminis- 
tration of tax reverted forest lands, 
especially in the Lake States, have 
focused public attention upon oppor- 
tunities for sustained yield forest 
management. Barlowe points out that 
the tax forfeiture problem and the sud- 
den appearance of a new public domain 
forced general recognition that much 
cutover land is better suited to forestry 
and recreational use than to farming.** 


22 T, T. Munger, The Breakdown of Private Forest 
Landownership. A National Plan for American For- 
estry, Senate Document 12, 73rd Congress, 1933, pp. 
869-890. 

23 Forests and National Prosperity: A Reappraisal 
of the Forest Situation in the United States, U. S. 
Department of Agriculture, Forest’ Service, Miscel- 
laneous Publication 668, 1948, p. 97. 


24 Raleigh Barlowe, Administration of Tax-Re- 
verted Lands in the Lake States, Michigan State Col- 
lege, Agricultural Experiment Station. Technical 
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Related to this development has been 
the movement for rural land zoning for 
the purpose, among other objectives, of 
restricting the settlement of cutover 
areas better suited for forestry and thus 
discouraging the over-organization of 
local government.*® From the broad 
standpoint of the property tax as it ap- 
plies to forest land and timber, perhaps 
the chief result of the delinquency ex- 
perience has been increased awareness 
that over the long run the burden of 
taxation must be commensurate with 
the earning power of the forest if seri- 
ous difficulty is to be avoided. 


Special Forestry Provisions in the 
Property Tax Field 


Supplementing, modifying, and in 
some cases replacing the property tax 
are some 45 special forest tax laws effec- 
tive at the present time in 30 states. 
These laws are analyzed in the State 
Forest Tax Law Digest issued peri- 
odically by the U. S. Forest Service.”® 
The more significant changes in such 
laws over the past quarter century *” 
are considered below (forest severance 
taxes are treated at a later point). 
Citations to the revised statutes of the 
various states are contained in the 
Digest and are therefore not repeated 
here. 





Bulletin 225, 1951, pp. 77. 

25 Erling D. Solberg, New Laws for the New For- 
ests, Chaps. 12, 13, 14, and 15, University of Wis- 
consin Press (in course of publication). See also 
F. G. Wilson, “ Zoning for Forestry and Recreation: 
Wisconsin’s Pioneer Role,” Wisconsin Magazine of 
History, Winter 1957-58, pp. 102-106. 


26 State Forest Tax Law Digest—1956, Forest Serv- 
ice, U. S. Department of Agriculture, 1957, 86 pp. 
(processed). Earlier editions were published as of 
1945, 1939, 1932, and 1928. 


27 The 25-year period under review is that from 
July 1, 1933 (for situation as of that date see Table 
120 on page 396 of Forest Taxation in the U. S., cited 
Footnote 1) to December 31, 1958. 
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Bounties, Rebates, and Exemptions.— 
Bounty provisions providing payments, 
usually of small amount and of limited 
duration, for tree planting and care 
gained favor in nearly a dozen Middle- 
Western and Plains States during the 
post-Civil War period. Such laws were 
found to be relatively ineffective, how- 
ever, and were gradually repealed. By 
mid-1933 only three remained (Illinois, 
Minnesota, and South Dakota). Dur- 
ing the period under review the Illinois 
law was repealed (1941) and that of 
Minnesota was stated to be not in effect 
(1948). In addition an older North 
Dakota bounty provision repealed in 
1933 and re-enacted in 1939 was held 
unconstitutional (1941). 

The South Dakota bounty law, the 


only survivor of the group, was 


amended as recently as 1947 at which 
time the maximum period over which 
payments might be made was reduced 


from ten to five years. Within the recent 
past applications for bounty payments 
amounting to $5 per acre have been re- 
ceived on upwards of ten thousand 
acres annually and the law is regarded 
as serving a useful purpose in the State 
forestry program. Although the bounty 
principle has largely disappeared at the 
local level, the Agricultural Conserva- 
tion and Soil Bank programs of the 
Federal Government bear some resem- 
blance to it. 

Rebates provide partial abatement of 
property taxes as an incentive for the 
planting of trees and subsequent main- 
tenance of the timber stand in good 
condition. In 1933 Pennsylvania and 
New Hampshire had such laws but the 
constitutionality of the former was in 
doubt. Today only that of New Hamp- 
shire remains and this is little used. It 
is of interest, however, that a Minne- 
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sota yield tax law enacted in 1957 in- 
cludes certain rebate provisions; further 
reference will be made to this law in 
discussing forest yield taxes. 

Tax exemptions to encourage tree 
planting gained early favor in the West 
where some ten states and territories 
adopted such provisions between 1860 
and 1890. The movement spread to the 
Northeast and somewhat later received 
limited application in the South. In 
1933 twelve exemption laws of some- 
what diverse character were in effect 
and by the close of the review period 
this number had increased to 15.78 
Changes over the 25 years consisted of 
eight new laws” of which two were 
later repealed *° and the additional re- 
peal of three of the older laws.*4 

Analysis of the changes that took 
place during the review period reveals 
certain trends both as to the type of 
property exempt and as to the manner 
in which the exemption applies. As to 
the manner of exemption, nine of the 
twelve laws in effect in 1933 were 
optional in character. In other words 
initiative was required on the part of 
the owner to avail himself of the bene- 
fits provided. The remaining three laws 
were mandatory upon assessing officials. 
By 1958 the relative positions of the 
two types had been reversed. Instead of 
optional laws representing three-fourths 
of the total and mandatory laws one- 
fourth, the former now made up only 


28 California, Colorado, Connecticut, Delaware, 
Hawaii (2), Idaho, Iowa, Kansas, Maine, New York, 
North Carolina, Oregon, Puerto Rico, Rhode Island. 


29 Wisconsin (1935), Idaho (1937), Mississippi 
(1938), North Carolina (1939), Kansas (1941), 
New Jersey (1943), Hawaii (1955), Oregon (1957). 

30 Mississippi (1941), Wisconsin (1953). 


31 Vermont (1947), New Hampshire (1949), Ha- 
waii (1957). 
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40 per cent of the total and mandatory 
laws 60 per cent. 

Dissatisfaction with exemption laws 
of the optional type is clearly evident 
and is further indicated by the very 
limited use of all but one of those which 
remain. The single exception is found 
in Hawaii and is of unusual character. 
The custody of private forest lands in 
Hawaii may be surrendered to the state 
for terms of 20 years or longer in re- 
turn for full tax exemption. Lands ac- 
corded such status have aggregated up- 
wards of 100,000 acres in recent years. 

The type of property exempt has also 
changed. Eight of the twelve laws in 
effect in 1933 were applicable to im- 
mature timber irrespective of whether 
the trees had been planted or were of 
natural regeneration; the remaining four 
laws applied to planted stands only. By 
1958 emphasis had shifted to provisions 
of the more limited type. The newer 


laws apply for the most part to planted 
stands or, in two instances, to a particu- 
lar species of tree or group of species 
(sandalwood in Hawaii and deciduous 
trees growing on agricultural lands in 


Oregon). Moreover the more recent 
laws tend to exempt only the planted 
trees themselves and to retain the prop- 
erty tax on the value of the bare land; 
the earlier laws tended to exempt both 
land and trees. 

The exemption having the widest ap- 
plication today is that of California, 
adopted by constitutional amendment 
in 1926. Immature timber upon lands 
from which the merchantable original 
timber stand has been removed to the 
extent of 70 per cent of all trees over 
16 inches in diameter, is fully exempt 
from the property tax. The value of 
the land itself however, remains subject 
to the tax. Timber is considered to be 
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mature for purposes of the exemption 
at such time, after 40 years from time 
of planting or from time of removal of 
the original stand, as shall be deter- 
mined by a special board representing 
the State Board of Forestry, the State 
Board of Equalization, and the county 
assessor. 

Difficulties have arisen during recent 
years in determining timber maturity 
and in the interpretation of the eligi- 
bility requirement for removal of 70 
per cent of the timber. It is claimed 
that the exemption creates an incentive 
to overcut in order to meet the eligi- 
bility requirement and that it thus tends 
to defeat its intended purpose of en- 
couraging good forest management. 
Moreover there has been a question as 
to liability for assessment of residual 
old-growth timber remaining after tim- 
ber harvest. In recognition of such 
difficulties, the effect of the exemption 
upon second growth and residual timber 
is now under study in Mendocino 
County by the Forestry School of the 
University of California.” 

By way of summary it may be said 
that the bounty-rebate-exemption group 
of special forest tax laws makes little 
headway. Bounty and rebate laws have 
largely disappeared. Optional exemp- 
tion provisions, with but one exception, 
are little used. Provisions of the man- 
datory type, with the principal excep- 
tion of California, are of limited ap- 
plication. In California moreover a 
recent analysis of land use and manage- 
ment refers to a growing feeling that 
the exemption may have outlived its 


82 For general discussion of situation surrounding 
the California exemption, see W. R. Schofield, Gen- 
eral Property Tax Problems in California (Timber 
Taxation), Proceedings Yale University Industrial 
Forestry Seminar, Berkeley, California, March 27, 
1958. 
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usefulness and that reconsideration of 
the whole forest tax problem in the State 
is needed.** Taking the long view, the 
period 1860-1910 may be regarded as 
the bounty-rebate-exemption era. Such 
provisions are seldom advocated today 
as solutions of the forest tax problem. 

Modified Property Taxes.—The six 
laws of this group now in effect, all 
optional in character, are of three types. 
The first provides for modified assess- 
ment, the second for a modified rate, 
and the third for deferred payment. 
The three modified assessment laws (In- 
diana, Iowa, Puerto Rico) provide for 
fixed assessed values, as for example $4 
per acre including both land and tim- 
ber, to which the prevailing property 
tax rate is then applied. In return for 
this differential status, the property 
owner agrees to manage his forest prop- 
erty in accordance with specified stand- 
ards. No laws of the modified assess- 
ment type were enacted or repealed 
during the review period. Each of the 
existing laws was amended during this 
time but changes were relatively minor. 
The acreage classified under the Indiana 
and Iowa laws has gradually increased, 
but in each case is still under 5 per cent 
of the private commercial forest land 
area of the state. No classified lands 
were reported in Puerto Rico. 

Two modified rate laws (Ohio and 
Wisconsin) have become effective dur- 
ing the review period. The Ohio Law, 
originally enacted in 1925 as a yield 
tax, assumed its present form by amend- 
ment in 1939. This law permits classi- 
fied tracts, including both land and 
timber values, to be taxed at one-half 
the prevailing millage rate so long as 

83§. T. Dana and Myron Krueger, California 


Lands: Ownership, Use and Management, American 
Forestry Association, 1958, p. 192. 
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the owner complies with certain regu- 
lations of the State Division of Forestry. 
The 50 per cent reduction factor, in 
accordance with a proposal of the Fair- 
child Report, was apparently designed 
to reflect an average deferment of in- 
come from immature timber of 25 years 
or more, taking the State as a whole. 
In practice the differential is applied to 
the assessed value rather than to the tax 
rate, the result being the same. During 
the review period there has been some 
increase in acreage classified under the 
law but this remains under 2 per cent of 
the State’s private commercial forest 
land. There is dissatisfaction with the 
law both on the part of forestry and tax 
officials and little or no effort is made 
to bring it to the attention of forest 
owners. 

The Wisconsin woodlot law, enacted 
in 1953, permits forest tracts of less 
than 40 acres to be taxed annually at a 
specific rate of 20 cents per acre. The 
owner in turn agrees to promote timber 
growth on the tract as specified in the 
Act and regulations. The area classified 
in 1956 was close to 30,000 acres and 
has been increasing since that time. The 
law is favorably regarded in the State as 
a means of encouraging good forest 
management upon the smaller holdings. 

The third type of modified property 
tax is represented by the deferred pay- 
ment law of the State of Washington. 
Enacted in 1941, it also was an out- 
growth of recommendations made by 
the Fairchild Report. Under the law 
the value of the forest land itself would 
be assessed and taxed as usual but a 
portion of the merchantable timber 
value would be subject to tax defer- 
ment. The portion deferred increases 
year by year until the tenth year fol- 
lowing classification after which three- 
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quarters of the tax on timber is deferred 
and only one-quarter is payable cur- 
rently. The accumulated taxes plus 
simple interest at 3 per cent are then 
repayable at such time as the timber is 
eventually harvested. No acreage has 
ever been classified under this law. 

The modified property tax approach 
although it has never gained wide ac- 
ceptance, is of greater interest than 
might be inferred from its limited ap- 
plication. Both the Ohio and Washing- 
ton laws, as has been indicated, stemmed 
from proposals of the Fairchild Report. 
Of the three types of modified property 
tax, that providing for deferred pay- 
ment seems least promising. Forest 
owners, like taxpayers in general, ap- 
parently prefer to pay as they go rather 
than face an accumulating tax obliga- 
tion. Modified rate provisions for forest 
property are hard to justify to other 
property owners and to legislators for 
whom an equal tax rate for all has un- 
derstandable appeal. If tied to a specific 
tax per acre, such provisions are rigid 
in character and ill-adapted to chang- 
ing revenue needs and price levels. 

The modified assessment device, on 
the other hand, seems likely to attract 
increasing interest as time goes on. If 
modification does not take the form of 
fixed assessed values per acre as in the 
three existing laws, but reflects instead 
income potential under forest manage- 
ment, a valuable tool is provided for 
basic improvement in the application of 
the property tax to forest land and 
timber. Further reference is made to 
this approach under the heading “ Look- 
ing Toward the Future.” 

Yield Taxes. Forest yield taxes, as 
has been indicated, are designed to aid 
the forest owner by substituting for the 
annual property tax on timber, a gross 
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income tax payable at time of timber 
harvest.** The value of the bare land 
on the other hand usually remains sub- 
ject to the property tax, sometimes in 
modified form. Momentum for the 
yield tax movement stemmed to a sub- 
stantial extent from recommendations 
of the National Conservation Commis- 
sion appointed by President Theodore 
Roosevelt.*® Professor Fairchild had 
prepared the forest taxation section of 
the Commission’s report and had 
strongly urged adoption of the yield 
tax principle. This position was re- 
iterated in a report to the National Tax 
Association in 1922.%° It is significant 
that 13 years later in the report of the 
Forest Taxation Inquiry, Fairchild’s 
position had changed and the yield tax 
was no longer advocated as a solution of 
the forest tax problem. 

By 1933 fifteen yield tax laws were 
in effect in fourteen States.*” Twenty- 
five years later there were 16 such laws 
also in 14 States.°* Yield tax provisions 
are analyzed in the Forest Tax Law 


34 The forest yield tax should not be confused with 
the forest severance tax. The latter is imposed solely 
as a revenue measure and is levied in addition to the 
property tax (or yield tax where that has been substi- 
tuted). The difference between a forest yield tax 
and a forest severance tax is outlined more fully 
under the discussion of severance taxes in a later 
section. 


35 Report of the National Conservation Commis- 
sion, Senate Doc. 676, 60th Cong., Second Sess., 3 
vols., 1909, pp. 581-632. 


36 F, R. Fairchild, “ Report of Committee on For- 
est Taxation,” National Tax Association Proceedings, 
15: 127-39 (1922). 


37 Alabama, Connecticut, Idaho, Louisiana, Massa- 
chusetts, Michigan (2), Minnesota, Ohio, New York, 
Oregon, Pennsylvania, Washington, Vermont, and 
Wisconsin. 


38 Alabama, Connecticut, Idaho, Louisiana, Massa- 
chusetts, Michigan (2), Minnesota (2), Mississippi, 
Missouri, New Hampshire, New York, Oregon, Wash- 
ington, and Wisconsin. 
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Digest *° and no attempt will be made 
to deal comprehensively with them here. 
For an interpretation of such laws see 
the study by Marquis.*® 

During the review period the yield 
tax provisions of Ohio and Vermont 
were repealed, that of Pennsylvania was 
held unconstitutional, and that of 
Louisiana superseded. New laws were 
adopted in Mississippi (1940), Missouri 
(1946), New Hampshire (1949), Loui- 
siana (1954), and Minnesota (1957). 
Perhaps the most significant develop- 
ment in the yield tax picture has been 
the emergence of mandatory laws. 
There are now three laws of this kind 
(Louisiana, Mississippi, and New Hamp- 
shire) as contrasted with none in 1933." 
During the same period, laws of the 
optional type have declined from 15 to 
13. 

Taking first the optional group of 
yield tax laws, we find numerous 
amendments over the 25 year review 
period. Such changes have been esti- 
mated as close to 100 during the years 
1946-56 alone. Since 1933 all but two 
of the optional yield tax laws have been 
amended at least once and some many 
times. Numerous changes have been of 
a technical nature relating to procedures 
for classification or declassification or 
to the assessment and collection of the 
tax. Other changes have been sub- 


stantive such as those revising eligibility 
requirements for forest tracts, revising 
the rate of tax on bare land or on tim- 
ber harvested, or the disposition of yield 


39 See Footnote 26. 


40 Ralph W. Marquis, Forest Yield Taxes, U. S. 
Department of Agriculture, Circular 899 (1952), 
50 pp. 

41 The yield tax laws of Oregon and Washington 


were enacted as mandatory provisions but have both 
been administered on an optional basis. 
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As would be expected in view of the 
changing purchasing power of the dol- 
lar, there has been some tendency for 
specific acreage taxes upon bare land to 
fall during the earlier years of the re- 
view period and to rise again during the 
later years. In one case (Michigan’s 
Pearson Act of 1925), a sliding scale of 
specific bare land taxes has been keyed 
to the local millage rate. A specific tax 
of 5 cents per acre is imposed when the 
local tax rate is under 20 mills, 6 cents 
when the tax rate ranges from 20-24 
mills etc. Where yield tax laws provide 
ceilings upon the value of forest lands 
eligible for classification, these have like- 
wise tended to increase. 

Aside from the changes indicated, it 
is difficult to find any clearly defined 
pattern among the many yield tax 
amendments. In one law a fixed rate of, 
tax on the value of forest products har-: 
vested was amended to provide for 
graduation downward for several years 
following classification of the tract; un- 
der another law a rate graduated up- 
ward has been replaced by a fixed rate 
and there is support in at least one state 
at the present time for replacement of 
a fixed rate by one graduated upward. 
An unusual payment provision is that 
of the Minnesota Auxiliary Forest Law 
of 1927. This was amended in 1955 to 
give the forest owner a choice. He can 
pay the tax at time of harvest or he can 
pay it year by year based upon the 
stumpage value of the estimated aver- 
age annual timber growth. This pro- 
vision comes full circle since the ra- 
tionale of the yield tax has been to defer 
payment of tax upon timber until in- 
come is in hand at time of harvest. 

Of the two new optional laws enacted 
in the past quarter century, that of 
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Missouri (1946) is of conventiona! de- 
sign. That of Minnesota (the Tree 
Growth Tax Law of 1957) carries 
further the approach foreshadowed in 
the 1955 yield tax amendment described 
in the preceding paragraph. In doing 
so it breaks new ground. Under the 
Tree Growth Tax Law, nine forest 
types such as spruce fir, aspen-birch, 
upland hardwood, etc. are recognized 
on “commercial forest land.” The 
latter is defined as having three cords or 
more of standard pulpwood or sawlogs, 
or 500 stems or more of commercial 
tree species per acre. Average annual 
growth rates per acre are to be deter- 
mined by the State Division of Forestry 
at ten-year intervals and stumpage 
values by species are to be determined at 
two-year intervals by county officials 
with approval of the State Conservation 
Commission. An annual tax is then 


levied at the rate of 30 per cent of the 
value of the estimated average annual 
growth for the respective forest types. 
Forest land not meeting the standards 
for commercial forest land is taxed at a 


flat 5 cents per acre per year. Planted 
stands meeting certain requirements are 
granted, for a ten-year period, a credit 
of 50 cents per acre per year against 
taxes on other lands of the owner. As 
yet there has been relatively little ex- 
perience with this law and its operation 
will be observed with interest.** 

The optional yield tax, looked at in 
perspective, makes little progress. Of 
14 states having such laws at the start 
of the review period, four have turned 
away from this approach; only one ad- 
ditional state has adopted it and that 


42 For discussion of the Tree Growth Tax Law, 
see Samuel Trask Dana, John H. Allison, and Russell 
N. Cunningham, Minnesota Lands: Ownership, Use 
and Management of Forest and Related Lands, Ameri- 
can Forestry Association, 1960, pp. 279-81. 
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was nearly 15 years ago. Proposals for 
new legislation of this type are seldom 
heard. The numerous amendments over 
the years to the optional laws that re- 
main, bear witness to the inherently un- 
satisfactory nature of such legislation. 
Acreage in private ownership classi- 
fied under optional yield tax provisions 
has, it is true, increased over the 25 year 
review period from about 114 million 
acres to some 314 million acres. The 
rate of increase has slowed however and 
current additions are restricted for the 
most part to three or four states. Ex- 
cept for Oregon where the acreage 
classified approximates 20-30 per cent 
of the eligible privately owned land, the 
acreage classified has been relatively 
small. In the aggregate the area classi- 
fied represents less than 3 per cent of 
the private commercial forest land in 
the states having such laws. Reasons 
for failure to classify more acreage un- 
der optional yield tax laws as listed by 
Marquis, include the following: lack of 
knowledge of the law on the part of 
forest owners, administrative restraints, 
restrictions on forest practices, lack of 
sympathy or outright opposition of 
public officials, eligibility requirements, 
and absence of tax advantage.** 
Perhaps the chief accomplishment 
claimed for the optional yield tax as 
applied in practice, has been the escape 
hatch for the forest owner that it pro- 
vides. This opportunity to withdraw 
timber from the property tax roll has 
at times exerted pressure upon local 
assessors to maintain forest assessments 
at lower levels than would otherwise 


43 Work cited footnote 40. For examples of ab- 
sence of tax advantage, see Charles F. Sutherland, Jr. 
and Ellis T. Williams, ‘“‘ Some Aspects of Forest Tax- 
ation Under the Forest Crop Law and Under the 
General Property Tax in Wisconsin,” Land Economics, 
36(1): 65-78, 1960. 
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have been the case. The degree to which 
this factor is actually operative, how- 
ever, is hard to pin down. The influ- 
ence of the optional yield tax in most 
states appears to have been relatively 
slight and there seems little likelihood 
that it will play a significantly greater 
role in the years ahead. 

The mandatory yield tax adopted by 
Mississippi in 1940 initiated what may 
be regarded as the modern phase of the 
yield tax movement. The law applies 
to all standing timber in the State and 
such timber is exempt from property 
taxes. Revenue dislocations at time of 
enactment were minimized due to the 
fact that assessments had customarily 
included only a small part of timber 
values. The law originally carried a 
rate of 3 per cent of stumpage value * 
but in 1946 a schedule of specific rates 
was substituted, as for example 15 cents 
per thousand board feet on saw-timber 
and 6 cents per cord for pulpwood. 
Rates were increased in 1952 and again 
in 1956. The bare land value, as con- 
trasted with timber values, remains sub- 
ject to the property tax. 

The second mandatory yield tax, that 
of New Hampshire was enacted in 
1949. A rate of 10 per cent of stump- 
age value was provided with abatement 
to 7 per cent for compliance by the 
owner with minimum timber cutting 
standards.*® Bare land value remained 


44 Ronald B. Craig, ‘‘ The Past and Future of For- 
est Taxation in Mississippi,” The Conservationist 
(Southern edition), 7(9): 5, 11 (1941). 


45 Solon Barraclough and Ernest M. Gould, Jr., A 
Preliminary Appraisal of New Hampshire’s Forest 
Yield Tax, Forest Service, U. S. Department of Agri- 
culture, Northeast Forest Experiment Station, Paper 
No. 45 (1951), pp. 26; H. W. Hill (1954), work 
cited footnote 5; New Hampshire, Report of Timber 
Tax Study Committee, 25 pp. and Appendices, proc- 
essed (1954); William P. House, ‘“* Accomplishments 
by Special Forest Tax Laws: Lessons from New 
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subject to the property tax. 

The law as originally adopted con- 
tained a reimbursement provision under 
which the State made good to the towns 
the difference between yield tax revenue 
collected in a given year and a minimum 
guarantee based upon average annual 
tax receipts over the four year period 
prior to enactment. Reimbursement 
needs proved to be greater than antici- 
pated and after five years administra- 
tion of the law, exceeded $114 million. 
Amendments adopted in 1955 scaled 
down State liability for reimbursement 
and thus removed much of the objection 
to the tax that this feature had engen- 
dered. The abatement provision was 
eliminated and to the 10 per cent base 
rate, 2 per cent was added in the form 
of a temporary “bond and debt retire- 
ment tax.” 

The Louisiana yield tax of 1954 took 
the form of a constitutional amend- 
ment and has not been changed since 
adoption.*® All forms of timber ex- 
cept pulpwood are taxed at 214 per cent 
of average stumpage value and pulp- 
wood at § per cent of such value. Bare 
land values remain subject to the prop- 
erty tax but with the provision that 
forest land shall be classified into one of 
four types (tidewater cypress land, 
hardwood land, long-leaf pine land, and 
other pine land) and that there shall be 
uniformity of assessed values within 
each class in any given parish. Disloca- 
tion of revenue was avoided by retain- 





Hampshire,” Proceedings of the Society of American 
Foresters, 1957, pp. 133-135. 


46C. H. Jeter, Timberland Taxation in Louisiana, 
Papers presented at 24th International Conference on 
Assessment Administration, National Association of 
Assessing Officers, 1958, pp. 37-42. Ralph W. Hayes, 
Progress in Land Classification in Louisiana under the 
1954 Forest Tax Law, Louisiana State University 
Forestry Note, No. 40, 1960, 3 pp. 
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ing as part of the assessed value of the 
land such timber value as was already 
reflected there at the time the amend- 
ment was adopted. No additional tim- 
ber value may, however, be included in 
assessed land values in the future. The 
law does not apply to virgin (old 
growth) timber. 

Experience under the mandatory type 
of yield tax is more limited than under 
the optional type and evaluation is con- 
sequently more difficult. On the other 
hand strong and weak points of the 
yield tax approach are brought into 
sharper focus due to the fact that there 
is general application of the law. Prob- 
lems are forced into the open that may 
be by-passed when application is limited 
as under the optional form. 

From the forest owners standpoint, 
the mandatory yield tax has a number 
of points in its favor. It defers pay- 


ment of the tax on timber until funds 


are in hand at time of harvest. It pro- 
vides a degree of certainty as to what 
the tax load will be since the rate of tax 
is specified by law. Moreover in some 
cases, the rate of tax may itself be 
favorable through being set at a level 
below that of a rough property tax 
equivalent. Finally, the logic of such a 
tax from a forest management stand- 
point and its simplicity of operation 
give it undoubted appeal. 

Upon closer examination however 
forest owners are apt to be wary of the 
mandatory yield tax approach. Cer- 
tainty as to the rate of tax may prove 
more illusory than real. Thus a tax rate 
established at one session of the legisla- 
ture may. be increased at a later session. 
This happened in New Hampshire 
where, as has been indicated, a rate of 
10 per cent of stumpage value (7 per 
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cent when good forest practices were 
followed) was increased at least tem- 
porarily to a straight 12 per cent. If 
the tax is a specific one as in Mississippi 
with a rate of say 40 cents per thousand 
board feet, periodic revision of the rate 
schedule would seem to be inevitable. 
Under unfavorable circumstances more- 
over forest owners could well become a 
target for legislative displeasure. <A 
constitutional amendment as in Loui- 
siana freezes the rate of tax but here 
again a price must be paid. Such great 
rigidity may result that desirable modi- 
fications in the application of the tax 
are impractical of attainment. The 
California immature timber exemption 
may be cited by way of illustration. 

Although an income tax in form, the 
base of the yield tax is gross income 
rather than net income. Herein lies a 
second disadvantage for the forest 
owner. No provision is made for 
changes in operating costs or carrying 
charges. Over the long production 
period that characterizes forest enter- 
prise such changes can be substantial. 
A gross income tax that absorbs an 
equitable portion of net income under a 
given cost structure can easily prove 
confiscatory if costs increase. 

A mandatory yield tax has other 
drawbacks. Lack of correlation with 
local millage rates can prove disad- 
vantageous. For example non-tax re- 
ceipts of the county such as payments 
in lieu of taxes on public forest lands, 
which might favorably affect the mill- 
age rate under the property tax, do not 
benefit a forest owner under the yield 
tax. The yield tax moreover represents 
a deferred liability accumulating over 
periods of 30 to 80 years or longer, that 
many forest owners are reluctant to as- 
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sume in place of an annual “ pay as you 
go” property tax. Finally the forest 
owner must consider the reduced in- 
fluence in local public affairs that may 
well result from the removal of his tim- 
ber from the property tax rolls. 

From the standpoint of the taxing 
district, a mandatory yield tax simpli- 
fies the assessment function insofar as 
standing timber is concerned. On the 
other side of the ledger, tax revenue will 
tend to be intermittent and fluctuating 
in amount to a degree not found under 
the property tax. Where standing tim- 
ber has formed a substantial portion of 
the tax base, its removal from the tax 
rolls can cause reimbursement difficul- 
ties as in New Hampshire. Moreover 


the tax does not accord with the usual 
fiscal pattern of local government and 
can involve administrative difficulties of 
its own. Thus when the tax is calcu- 
lated as a percentage of stumpage value, 


problems can arise in determining both 
the timber quantity harvested and its 
stumpage value. When the tax is ex- 
pressed in specific terms, the former 
problem remains. Allocation of rev- 
enue receipts can also be a problem once 
the timber portion of the tax base is 
removed from the normal operation of 
the property tax. 

It is too soon to tell how effective a 
device the mandatory yield tax will 
prove to be. On the basis of past ex- 
perience it seems unlikely though, that 
forest owners will favor it except when 
a particularly advantageous tax rate is 
to be obtained in this way. Tax officials 
on their part seem unlikely to favor so 
marked a departure from the accepted 
institutional pattern of local taxation 
except when the forest tax problem is 
regarded as incapable of solution within 
the property tax framework. 
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Other Taxes Affecting Forest Owners 


Although the main stream of forest 
tax thinking in the United States has 
been concerned with the property tax 
together with its modifications and al- 
ternatives, various other taxes of neces- 
sity affect the forest owner. Those of 
greatest interest are severance taxes, in- 
come taxes, and death taxes. 

Severance taxes. Terminology proves 
a stumbling block where forest sever- 
ance taxes and forest yield taxes are 
concerned and the two terms are at 
times used interchangeably. Confusion 
is understandable since “ severance tax ” 
may have either of two connotations. 
The term may be used in a collective 
sense as applying to any tax upon the 
removal of gas, oil, timber, and other 
natural resources.*7 In a forestry con- 
text however, it has been customary to 
use the term in the more limited sense 
of a tax upon the severance of timber 
when levied in addition to the property 
tax and primarily as a revenue measure. 
The term “ yield tax ” has been used as 
explained earlier to refer to taxes upon 
the severance of timber when levied in 
place of the property tax and primarily 
as an aid to forestry by deferring pay- 
ment of the tax until receipt of income. 
A “severance tax” as used here in its 
limited sense is usually regarded as an 
occupation, privilege, or license tax 
whereas the forest yield tax is regarded 
as a gross income tax. 

In 1933 forest severance taxes were 
of relatively recent origin and were 
found in only two states: Louisiana 
(enacted 1922) and Arkansas (1923). 


47 The Difference between a Forest Yield Tax 
and a Forest Severance Tax,” Report of Special Sub- 
committee, Division of Economics and Policy, Society 
of American Foresters, Journal of Forestry, $7(1): 
38-9 (1959). 
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Today the two original laws as re- 
enacted and amended remain in effect 
(that of Louisiana with restricted scope) 
and four others have been added: New 
Mexico (1937), Alabama (1945), 
Oregon (1947) *8 and Virginia (1948). 
It is of interest that of the forest sever- 
ance tax states three (Alabama, Loui- 
siana, and Oregon) also have adopted 
forest yield taxes. 

The three earlier severance tax pro- 
visions applied not only to timber, but 
also to oil, gas, and certain other natural 
resources.*® Revenue from the tax be- 
came part of general state or county 
funds. The three later laws (Alabama, 
Oregon, and Virginia) on the other 
hand, apply specifically to timber and 
revenue is devoted to forestry purposes. 
These include such specific uses as 
forest fire protection, forest manage- 
ment and forest products research, 
forest education and tree planting and 
also support of the general forestry 
program of the state. In more recent 
years the Arkansas and Louisiana laws 
were amended so as likewise to devote 
the major part of revenue receipts to 
forestry purposes. New Mexico is thus 
the only State that still uses timber 
severance tax revenue for general State 
purposes. 

Each of the six severance tax pro- 
visions has been re-enacted or amended, 


‘48 Oregon’s Forest Products Harvest Tax to finance 
forest research was an outgrowth of the devastating 
Tillamook forest fires of 1933, 1939, and 1945. For 
history of this law, see The Forest Products Tax, 
Oregon State Tax Commission Bulletin, 2(2): 7-9 
(1958). 


49 For the background of the forest severance tax 
movement, see the Fairchild Report, pp. 416-19, 635. 
For more recent analysis of severance tax provisions 
and their impact upon forestry, see Ralph W. Mar- 
quis, “‘ Severance Taxes on Forest Products and Their 
Relation to Forestry,” Land Economics, 25 (3): 315- 
319 (1949). 
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in some instances several times, during 
the review period. Changes have re- 
lated for the most part to the strength- 
ening of collection procedures, disposi- 
tion of revenue, and increase of rates all 
of which, with the exception of New 
Mexico, are on a specific basis. In 1955 
a ruling of the Attorney General in 
Louisiana held that the severance tax 
had been largely superseded by adop- 
tion in 1954 of the State’s mandatory 
yield tax. 

Severance taxes appear to have gained 
an established position as a means of 
financing state forestry programs and 
adoption of this device in additional 
states seems likely in the years ahead. 

Income Taxes. Reference is first 
made to treatment of timber under the 
federal income tax and following this 
to the situation under state income 


taxes. 
The federal income tax as originally 


enacted in 1913 subjected all capital 
gains to the same rates of taxation as 
other income. By the start of the re- 
view period in 1933 however, capital 
gains had been accorded differential 
treatment and were subject to a maxi- 
mum tax of 12.5 per cent. Capital 
assets as defined by the Revenue Act of 
1924 comprised “‘ property held by the 
taxpayer for more than two years 
(whether or not connected with his 
trade or business) ” but not including 
“stock in trade of a taxpayer or other 
property of a kind which would prop- 
erly be included in the inventory of the 
taxpayer if on hand at the close of the 
taxable year, or property held by the 
taxpayer primarily for sale in the course 
of his trade or business.” Under this 


50 Anita Wells, “ Legislative History of Treatment 
of Capital Gains Under the Federal Income Tax 
1913-1948,” National Tax Journal, 2(1): 12-32 
(1949). 
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definition timber held for the requisite 
period normally qualified as a capital as- 
set. An exception would be timber 
tracts sold by dealers in forest land— 
such tracts coming under the exclusion 
of “ property held... primarily for sale 
in the course of . . . business.” 

The adjusted cost or 1913 value of 
the timber (excluding land value) as 
allocated to the timber disposed of in a 
given year constituted then, as now, a 
depletion allowance. This was deducti- 
ble together with expense of sale, from 
the gross sales price in determining the 
recognized gain. Planting costs, as at 
present, were required to be capitalized 
into the basis for depletion; operating 
costs on the other hand were deductible 
from gross income i.e. were “ expensed.” 
With respect to unimproved and un- 
productive real property there was an 
option to expense or capitalize annual 
taxes and other carrying charges.” 

A series of developments over the 
years led to dissatisfaction on the part 
of forest owners with the application of 
the income tax to proceeds from sales 
of timber. In the first place, a gradual 
shift was taking place from timber 
liquidation under the older concept of 
“cut out and get out ” to production of 
timber as a crop under the newer con- 
cept of sustained yield forest manage- 
ment. This raised the question whether 
timber owners making repeated rather 
than occasional sales might run afoul 
of the exclusion in the capital asset 
definition relating to property held 
primarily for sale to customers in the 
course of business. There was felt to be 
real risk that timber when managed as 
a crop might lose its capital asset status. 

51 For discussion of the federal income tax as it 


applied to forest owners in 1933, see the Fairchild 
Report, pp. 405-11, 634. 
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Second, forest owners came to want 
capital gains treatment not only on sales 
of stumpage i.e. standing timber but also 
on timber that they cut for sale as logs 
or for use in their sawmill or other proc- 
essing plant. The harvesting of tim- 
ber did not in itself qualify as a sale or 
exchange for capital gains purposes. As 
a result taxpayers were unable to obtain 
capital gains treatment on the difference 
between the adjusted basis for depletion 
of the timber cut and its value as 
stumpage when harvested. To this ex- 
tent the forest owner cutting timber 
for sale or for use in his mill was at a 
disadvantage as contrasted with the 
owner who sold stumpage. The point 
was stressed that good forest manage- 
ment would be encouraged by per- 
mitting owners desiring to do their own 
logging and processing to be treated as 
well as those who sold timber on the 
stump. 

In the third place, the Bureau of In- 
ternal Revenue in connection with in- 
come from mines, oil and gas wells, and 
other natural deposits took the position 
in 1941 that disposal under a royalty 
agreement providing for payment of 
stated amounts per unit mined, involved 
retention of an “ economic interest.” © 
Such disposals thus did not constitute a 
sale for capital gains purposes. Similar 
reasoning was later applied to disposal 
of timber under “ cutting contracts.” * 
This ruling meant that timber sold on a 
log scale basis i.e. at a stated price per 
thousand board feet, per cord or other 
unit harvested (timber which up to that 


52 1941-1 Cumulative Bulletin 214 GCM 22730. 


53 Charles W. Briggs, Tax Treatment of Timber 
under Section 631 of the Internal Revenue Code of 
1954, Forest Industries Committee on Timber Valua- 
tion and Taxation, Washington, D. C., 3rd edn., 
1959, pp. 24-5. 
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time had been entitled to capital gains 
treatment) now lost such treatment 
since it was no longer regarded as hav- 
ing been disposed of by “ sale.” 

Under the pressure of the War effort 
and the need to encourage timber pro- 
duction, remedial legislation was sought 
and was obtained in what came to be 
known as the Bailey Amendment to the 
Revenue Act of 1943. This amend- 
ment, taking its name from Senator 
Bailey of North Carolina, added Section 
117(k) of the Internal Revenue Code 
and amended Section 117(j). It is of 
interest that the Revenue Act of 1943 
was vetoed by President Roosevelt in 
part because of the new timber pro- 
visions. The veto message included the 
statement: 


The lumber industry is permitted to treat 
income from the cutting of timber, in- 
cluding selective logging, as a capital gain 
rather than annual income. As a grower 
and seller of timber, I think that timber 
should be treated as a crop and therefore 
as income when it is sold. This would 
encourage reforestation.4 


Senator Barkley resigned as majority 
leader in protest over the veto and com- 
mented on the floor of the Senate: 


I do not know to what extent the Presi- 
dent is engaged in the timber business. 
I do know that he sells Christmas trees 
at Christmas time. They are no doubt 
of easy growth and short life, and I have 
no doubt that the income from the sale 
of them constitutes annual income not 
only to him but that such income would 
constitute annual in:cme to any other 
persons engaged in like enterprise. But, 
Mr. President, to compare those little 
pine bushes with a sturdy oak, gum, pop- 
lar, or spruce which requires a generation 
of care and nurturing to produce in the 


54 Congressional Record, 78th Congress, 2nd Sess., 
page 1959, February 22, 1944. 
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forest, and from which no annual in- 
come is derived until finally it is sold, is 
like comparing a cricket to stallion.® 


The Revenue Act of 1943 including the 
Bailey Amendment, became law over 
the President’s veto. Due to the refer- 
ence in the veto message, the timber 
provisions were at times referred to as 
the “ Christmas tree amendment.” 

It should be noted that the 1943 
timber provisions dealt only with the 
second and third causes of dissatisfaction 
outlined above, those relating respec- 
tively to timber cut by the taxpayer for 
sale or for use in his business and to sales 
under cutting contracts. The amend- 
ment did not in anyway affect sales of 
timber where a: retained economic in- 
terest was not involved. Such timber 
i.e. that sold for a lump sum, remains to 
this day under the general capital asset 
definition found in Section 1221 of the 
Code. Proceeds from such sales are ac- 
cordingly entitled to capital gains treat- 
ment only if in the particular case, the 
timber is not “ held for sale to customers 
in the ordinary course of business.” The 
risk of challenge on this point remains a 
real one where sales of timber are fre- 
quent and not occasional. 

Section 117(k) contained two pro- 
visions. Under the first, 117(k)1, the 
cutting of timber (held for more than 
six months from the first day of the tax 
year) by the taxpayer for sale or for 
use in his business, is considered as a sale 
or exchange provided the taxpayer 
elects to have it so treated. If such an 
election is made, gain or loss is recog- 
nized equal to the difference between 
the fair market value of such timber as 
of the first day of the tax year in which 
it is cut and its adjusted basis for deple- 
tion. 


55 Congressional Record, 78th Congress, 2nd Sess., 
p. 1965, February 23, 1944. 
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The second provision, 117(k)2, pro- 
vided that disposal by the owner of 
timber (held for more than six months) 
under any form of contract by virtue 
of which the owner retains an economic 
interest in such timber, should likewise 
be regarded as a sale or exchange. In 
the case of timber so disposed of, gain 
or loss is recognized equal to the differ- 
ence between the amount realized from 
the disposal of such timber and its ad- 
justed basis for depletion. 

Section 117(k) went part way 
toward giving the timber to which it 
applied capital asset treatment. The 
remaining step was to amend the defini- 
tion of “ property used in the trade or 
business” under Section 117(j) to in- 
clude Section 117(k) timber. The 
effect was thus to give such timber the 
status of “ business property.” In this 


Way it is regarded as a capital asset when 
in the aggregate recognized gains ex- 


ceed recognized losses of such business 
property but as an ordinary asset when 
recognized losses in the aggregate ex- 
ceed recognized gains. 

The timber provisions have been 
changed relatively little since their 
enactment in 1943. Following a 1953 
ruling of the Internal Revenue Serv- 
ice © that trees marketed as Christmas 
trees did not, in fact, constitute “‘ tim- 
ber” within the meaning of Section 
117(k), the Section was amended as 
part of the general Code revision of 
1954. The law now provides that ever- 
green trees more than six years old when 
severed from the roots and which are 
sold for ornamental purposes shall 
qualify as “timber.” Other revisions 
resulting from adoption of the 1954 
Code included a change in the definition 


56 1953-2 Cumulative Bulletin 12, Revenue Ruling 
217. 
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of the six months holding period un- 
der Section 117(k)2 and definition of 
the term “timber owner” under the 
same subsection to include any person 
who owns an interest in such timber, 
including a sublessor and the holder of 
a contract right to cut timber. In addi- 
tion, certain editorial changes were made 
and the provisions relating to disposal 
of coal were placed in a separate para- 
graph. In the renumbering of para- 
graphs under the new Code, Section 
117(k)1 became Section 631(a) and 
117(k)2 became 631(b). The final 
Regulations under Section 631 were 
published in 1957.°7 

Aside from the special timber pro- 
visions of the Code already noted, ap- 
plication of the federal income tax to 
forest owners concerns for the most 
part the depletion allowance and treat- 
ment of expenditures. The timber de- 
pletion Regulations under the 1954 
Code as first proposed in 1956 and 
adopted finally in January 1960 con- 
tain relatively minor changes from 
earlier practice.** [Illustration of the 
depletion calculation itself may be 
found in the Forest Industries Schedule 
required to be filed by the larger tax- 
payers operating, buying, leasing or 
selling timber and timber land. 

Concerning treatment of expendi- 
tures, the chief question over the years 


57 Internal Revenue Code of 1954, Regulations, 
paragraph 1.631, Federal Register, December 21, 1957, 
pp. 10,450-10,454. 


58 Internal Revenue Code of 1954, Regulations, 
paragraph 1.611-1.612, Federal Register, January 21, 
1960, pp. 482-488. For comment, see Charles W. 
Briggs, “The 1960 Tax Regulations Dealing with 
Timber Depletion,” Forest Farmer, May 1960, pp. 
6-8. 


59 U. S. Treasury Department, Internal Revenue 
Service, Forest Industries Schedule—Form T (Tim- 
ber), Revised March 1959, Part F. 
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has related to expensing of planting 
costs. A series of rulings has held that 
direct costs incurred in connection with 
reforestation by planting are capital ex- 
penditures recoverable through deple- 
tion as timber subsequently becomes 
merchantable and is cut or sold.® 
Direct costs of reforestation are defined 
to include preparation of the site includ- 
ing any girdling or brush removal work 
to afford good growing conditions, cost 
of seedlings, and labor and tool expense 
including depreciation of equipment 
used in planting. Although proposed 
from time to time that the law be 
amended to specifically authorize the 
expensing of reforestation costs,*' no 
provision of this nature has thus far 
been enacted. In this connection the 
Canadian provision is of interest. 


Planting costs qualify as current ex- 
penses in Canada to the extent that the 
volume of planting bears a reasonable 


relation to the volume of timber cut 
during the year. 

In looking toward the future it is 
difficult to foresee the direction that 
changes might take in the application of 
the income tax to timber. During the 
1959 Panel discussion conducted by the 
Ways and Means Committee of the 
House of Representatives on the general 
subject of broadening the tax base, the 
timber provisions of the Code received 
mention. In the course of the discus- 
sion it was urged that certain types of 
transactions receiving capital gains 

60 See VIII-2 Cumulative Bulletin 118 G.C.M. 6544 
(1929); 1946-2 Cumulative Bulletin 45 Mimeo- 


graphed 6030; 1955-1 Cumulative Bulletin 319, 
Revenue Ruling 55-252. 


61 See for example the Abbitt Bill, H.R. 13105, 
85th Congress, 2nd Sess. (1958). 


62 A. Milton Moore, Forestry Tenures and Taxes in 
Canada, Canadian Tax Foundation, 1957, p. 218. 
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treatment present problems which ap- 
pear to justify some special considera- 
tion on either pragmatic or broad policy 
considerations. 


The increment in value of growing tim- 
ber may be taxed at capital-gains rate, 
even when cutting is done systematically 
over an indefinite period of years. In- 
come of this sort is a regular operating 
income and on grounds of equity should 
be taxed as such. But it is argued that 
this sort of taxation would lead to out- 
right sale of timber tracts, with a capital 
gain to the owner, and then complete 
and wasteful lumbering operations by 
the cutting company which would have 
a high cost basis for its standing timber 
and would receive only an ordinary lum- 
bering profit taxable as ordinary income. 
There appears to be validity in this eco- 
nomic argument in favor of forest con- 
servation. Perhaps the Federal income 
tax must make a special rule, just as State 
property taxes had to be modified in the 
interests of scientific forestry in the tim- 
ber States. But the special treatment is 
justified only on the basis of an overriding 
economic objective of this sort.® 


That taxation of income from sale of 
forest products as ordinary income can 
in fact encourage outright sale of tim- 
ber tracts in order to obtain tax ad- 
vantage would seem to be borne out by 
Canadian experience.** In the capital 
gains area as elsewhere in the field of 
taxation, there may at times be com- 
pelling reasons for minimum alteration 
of established procedures to which tax- 
payers have become accustomed. This 
consideration has particular validity in 


63 Compendium of Papers on Broadening the Tax 
Base, House of Representatives, Committee on Ways 
and Means, Committee print 1959, Paper by Dan 
Throop Smith, Vol. 2, pages 1233-41, Quotation at 
p. 1237. 


64 A. Milton Moore, Work cited, pp. 221-3, 228-9, 
and 230-6. 
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the case of a crop such as timber which 
may take from 30 to 100 years or longer 
to mature and concerning which invest- 
ment decisions must at times be made 
far in advance of receipt of income. 

The somewhat involved nature of 
federal income tax provisions relating to 
timber and of the timber depletion cal- 
culation have created a need for ex- 
planations that would assist taxpayers 
in understanding the law; a number of 
aids of this kind are available.® 

The effects of state income taxes 
upon forest owners have not changed 
greatly during the review period. 
Such taxes tend to follow federal 
practice insofar as timber depletion al- 
lowances are concerned. Generalization 
is difficult as to recognition of timber as 
a capital asset since definitions and 
methods of treatment under this head- 
ing vary widely from state to state; for 
the most part timber does not receive 


specific mention in the capital gains con- 


text. In at least three states however 
(Arizona, California, and Georgia) 
provisions somewhat similar to Section 
631 of the Internal Revenue Code are 
in effect. In two instances moreover 
(Massachusetts and Wisconsin) specific 
income tax provision is made for forest 
tracts classified under optional yield tax 


65 A brief explanation is found in U. S. Depart- 
ment of Agriculture, Forest Service, Federal Income 
Tax Tips for the Small Timber Owner, rev. 1959, 8 
pp. See also U.S.D.A. Handbook No. 52, The Small 
Timber Owner and His Federal Income Tax 1953 
(out of print). The larger timber owner will find 
of assistance the pamphlet by Briggs cited in footnote 
53. A Bibliography of Articles Relating to the Federal 
Income Tax Provisions Applicable to the Disposal or 
Cutting of Timber, Timber Depletion and Forestry 
Expenditures, revised October 1959, is published by 
the Forest Industries Committee on Timber Valuation 
and Taxation, Washington, D. C. 


66 For discussion of state income taxes as applied 
to forest owners in 1933, see the Fairchild Report, 
pp. 411-12. 
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laws. Thus Massachusetts exempts from 
income tax, proceeds from sales of tim- 
ber harvested on classified forest lands. 
Wisconsin provides that the cost of 
seeds, planting stock, land preparation, 
planting, maintenance, and fire protec- 
tion on lands classified under the Forest 
Crop Law shall be deductible from 
gross income for income tax purposes. 

Forestry considerations have net 
bulked large in the state income tax field 
and where effective, such taxes do not 
appear to have raised particular problems 
for forest owners. As pointed out by 
Fairchild, the indirect effect of such 
taxes is likely to be beneficial from a 
forestry standpoint in that they facili- 
tate state aid to local governments and 
thus ease the pressure for increased 
revenues under the property tax. 

Death Taxes. No provisions relating 
specifically to forest property were 
found in either the federal estate tax or 
state death tax laws. The same was ap- 
parently true at the start of the review 
period 25 years ago.®* Although ques- 
tions concerning the impact of death 
taxes upon forest holdings are raised 
from time to time and some instances of 
forced timber liquidation are known to 
have occurred, it has been difficult to 
localize the problem or to judge the 
extent to which death taxes actually 
have been or are likely to be a deterrent 
to good forest management. 

Death taxes would seem most likely 
to affect adversely the medium sized in- 
dividually owned forest holdings, say 
those in the 5,000-50,000 acre size class. 
The smaller holdings would in many 
cases be free of the federal estate tax 
altogether under the $60,000 specific 

87 For discussion of death taxes as applied to for- 


est property in 1933, see the Fairchild Report, pp. 
413-416, 634-5, 











136 


exemption. In the case of property 
passing to a spouse, moreover, use of 
the 50 per cent marital deduction would 
exempt estates of less than $120,000 
from the federal tax. State death tax 
provisions vary widely but at present 
rates it would be unusual for a tax on 
a $100,000 net estate (gross estate less 
funeral expenses, cost of administration, 
and debts) to exceed § per cent. The 
larger ownerships on the other hand, 
those in excess of 50,000 acres, would 
tend to be held by corporations which, 
unless closely held, would not be con- 
cerned with death taxes. 

Death tax impacts upon closely held 
businesses were eased by the Small Busi- 
ness Tax Revision Act of 1958. This 
provided for payment of the estate tax 
in not more than ten annual installments 
if the decedent’s interest in a closely 
held business exceeds 35 per cent of his 
gross estate or 50 per cent of the net 
estate.** The term “closely held busi- 
ness” is defined to include proprietor- 
ships, and also certain partnerships and 
corporations. The 1958 Act should thus 
be of material assistance to the larger 
individual timber holdings in the 5,000- 
$0,000 acre size class and also in the 
case of corporate timber holdings of a 
closely held character. Moreover the 
older provision remains in effect per- 
mitting extension of payment up to ten 
years provided it can be established that 
payment of the estate tax on the due 
date would result in undue hardship.” 
Tax payments deferred under either the 
small business or the hardship sections 
of the Code are subject to an annual 
interest charge of 4 per cent. 

Although present deferment arrange- 


68 Internal Revenue Code of 1954, Sec. 6166. 
69 Internal Revenue Code of 1954, Sec. 6161 (a) (2). 
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ments fall short of meeting the full 
forestry need in all cases, it may be that 
such provisions together with flexible 
forest credit facilities i.e. those per- 
mitting adjustment of interest payments 
to coincide with timber harvest re- 
ceipts ° and also life insurance or other 
estate planning, offer a more practical 
means of meeting the death tax problem 
where it exists than would attempts to 
seek further legislative relief.” 


LOOKING TOWARD THE FUTURE 


Forest tax developments have been 
reviewed in each of four areas: property 
taxes (including special forestry pro- 
visions in the property tax field), sev- 
erance taxes, income taxes, and death 
taxes. In looking ahead attention will 
be concentrated upon the property tax, 
its substitutes and modifications. The 
property tax has traditionally consti- 
tuted the hard core of the forest tax 
problem: it is here that the greatest 
difficulty has arisen in the past and it is 
here that the greatest progress can doubt- 
less be made in the future. What then 
is likely to be the context both as to 
forestry and public finance in which the 
property tax on forest land and timber 
will need to operate in the years ahead? 


Forestry and Revenue Needs of the 
Future 


On the forestry side, although the 
non-timber products of the forest 
(recreation, water, range forage, and 


70 Forest Credit in the United States: Survey of 
Needs and Facilities, Report of a Committee ap- 
pointed by Resources for the Future, Inc., Washing- 
ton, D. C., 1958, pp. 86-87. 


71 For discussion of the death tax problem, see 
Murray R. Benedict, ‘ Inheritance Taxes,” contained 
in Proceedings of Conference on Taxation and Con- 
servation of Privately Owned Timber, University of 
Oregon, Bureau of Business Research, January 1959, 
pp. 35-46. 
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wildlife) are growing in importance, it 
is still timber production that for the 
most part determines the taxable value 
of forest lands in private ownership. 
In 1952 timber connected activity 
represented 5 per cent of our national 
income and 6 per cent both of man 
years of employment and compensation 
paid to all employees.” 

A series of requirements projections 
for the year 2000, based upon varying 
population, gross national product, and 
real price assumptions, indicate no less- 
ening but on the contrary sharply in- 
creased timber demand. Under the 
basic (medium) projection, lumber 
needs by the end of the century were 
estimated to be roughly double those in 
1952, and the need for pulpwood about 
3 times.“* Although it is anticipated 
that there will be sufficient standing 
timber, including that grown in the in- 
terim, to meet medium projection de- 
mands until 2000, this would mean seri- 
ous reduction of timber inventory and 
growth in the absence of a much greater 
intensification of forest management 
than is indicated by present trends. 

The conclusion seems inescapable that 
if timber needs of the future are to be 
met, investment capital must continue 
to be attracted to timber growing enter- 
prise. This in turn means that the eco- 
nomic environment must be such as to 
offer promise of an adequate investment 
return over a timber rotation (the 
period of years required to grow tim- 
ber crops to a specified condition of ma- 


12 Timber Resources for America’s Future, page 10; 
cited footnote 11. Timber connected activities in- 
clude the timber based industries (forestry, lumber, 
pulp and paper, and wood furniture) and also other 
timber connected activities (on farms, nonfarm con- 
struction, rayon and other wood chemicals, timber 
product transportation and wholesale and retail trade). 


73 Work cited, page 19. 


FOREST TAXATION 


137 


turity). Equitable property taxes are 
an important factor, together with rea- 
sonable interest and other carrying 
charges, in achieving this result. 

From the revenue standpoint, that 
the fiscal needs of state and local gov- 
ernments will continue to increase in 
the foreseeable future is hardly open to 
question. This in turn will require im- 
proved property tax administration and 
higher taxes. 


If we are to continue to finance the gov- 
ernment services for our rising population 
through State and local channels substan- 
tial innovations clearly will be needed. 
Newer methods and new institutions will 
need to be explored and developed to 
practical usefulness. Furthermore, State 
and local tax structures will demand close 
study .. . State and local authorities face 
the . . . difficult task of bringing about 
tax reforms in the face of a need for ever 
larger receipts from taxes to finance con- 
tinually rising expenditures.** 


In this search for revenue, an expanding 
forest economy may be expected to 
comprise an increasingly important and 
attractive segment of the local tax base. 
This will be all the more true if stump- 
age values, expressed in real terms, move 
upward. Considerations both of for- 
estry and of public finance thus seem 
likely to bring the property tax on for- 
est land and timber under increasingly 
close scrutiny as time goes on. 


Obstacles to be Overcome 


How pertinent are Fairchild’s three 
tax obstacles, outlined at the start of 
this article, to the practice of forestry 


74 James W. Knowles, Special Economic Counsel, 
Joint Economic Committee, United States Congress, 
Growth Prospects for the American Economy Over 
the Next Two Decades, Paper presented at the Semi- 
nar on Dynamics of Land Use: Needed Adjustment, 
Center for Agricultural and Economic Adjustment, 
Towa State University, May 3, 1960. 
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on private lands in the years ahead? 
The first obstacle, the high cost of local 
government, shows no signs of abating 
as has been indicated. Furthermore the 
property tax still accounts for over 95 
per cent of the total tax revenue of local 
governments over the country as a 
whole. At the same time however, an 
increasing share of the local tax load is 
being shifted from the shoulders of the 
property taxpayer. State and federal 
aid as a percentage of total local gov- 
ernment revenue (both tax and nontax) 
has increased from 6 per cent at the be- 
ginning of the century to roughly 30 
per cent. This trend seems likely to 
continue. The first obstacle then, 
would appear to be getting at least rela- 
tively less onerous and is in any event 
something that the forest owner as such, 
can do relatively little about. 

The second obstacle, it will be re- 
called, related to the faulty administra- 
tion of the property tax whereby for- 
estry was bearing more than its fair 
share of the cost of government. This, 
as has been shown, is slowly being cor- 
rected through the adoption of im- 
proved assessment methods. Especially 
encouraging is increasing emphasis in 
state assessment manuals upon the classi- 
fication of forest land and timber in- 
cluding use of aerial photography, and 
second the increasing employment of 
foresters by state tax commissions. 
These trends likewise give every indi- 
cation of continuing in the years ahead. 

It is the third obstacle, that relating 
to the inherent disadvantage of the 
property tax in respect to deferred yield 
forests, that has been least understood. 
It is in this area relating to valuation, 
that the least advance has accordingly 
been made. That timber presents some- 
thing of a special case from a property 


NATIONAL TAX JOURNAL 


[Vot. XIV 


tax standpoint has long been recog- 
nized."* This is due to at least three 
factors which set timber apart from 
most other productive agents. First, 
there is the extreme length of the pro- 
ductive period, up to 100 years being 
by no means unusual as the length of 
time required to grow a forest crop. 
Second, there is the identification of the 
product (annual wood growth) with 
the productive agent (the tree itself). 
The annual growth is not separated 
from the tree each year as is the fruit 
from an apple tree; it is “locked in” 
and taxed year after year until the tree 
is harvested. Third, the ratio between 
wood inventory and annual wood 
growth is very high and may range up 
to 25 or more to one. “ There is a con- 
stant temptation to cut growing stock 
in addition to growth. Raw material 
supply and inventory control are conse- 
quently particularly critical and difh- 
cult problems in forestry and in part 
peculiar to it.” “® It will be readily ap- 
parent that a faulty property tax struc- 
ture can easily intensify the latent temp- 
tation on the part of the timber owner 
to overcut. 

This inherent disadvantage of the 
annual property tax as applied to de- 
ferred yield forests results in assessments 
having a “time bias” provided assess- 
ments are increased periodically to re- 


75 Often quoted is the statement of Governor Wol- 
cott of Connecticut contained in a message to the 
Legislature in 1819. ‘“‘ Timber and woodland may 

. be considered as capital of which the interest 
sini ovelies are deferred for periods of from 20 to 100 
years. If taxed annually, the rates ought to have 
reference to the remote periods at which the income 
will be received; it being certain that an excess taxa- 
tion would accelerate the destruction of timber and 
wood, and occasion ruinous mischief.” (Quoted page 
3 of Work cited footnote 10.) 


76 Kenneth P. Davis, American Forest Management, 
McGraw-Hill Book Co., 1954, pp. 24-25. 
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flect rising timber values as harvest ap- 
proaches. “If today’s assessed value 
takes into account the expected yields, 
and then if the assessment is later in- 
creased along with the rise in property 
value, double counting becomes in- 
volved, for these expected increases in 
value were already reflected in the 
original assessment.” ** 

The extent to which time bias is 
actually a factor is difficult to deter- 
mine but the threat is always in the 
background as assessment administration 
improves. Under such circumstances, 
inequities in assessment that may have 
existed between one forest property and 
another and as between forest property 
and other types of property are mini- 
mized but time bias is likely to be in- 
creased. There is thus the paradox that 
from one point of view at least, the 
property tax on timber has worked as 
well as it has because it has been so 
poorly administered. As assessors be- 
come more aware of timber values and 
update their assessments at more fre- 
quent intervals, time bias can become a 
serious factor. 


Alternative Approaches 


On the basis of past experience this 
article has suggested that removal of 
forest land and timber from the opera- 
tion of the property tax, either on the 
basis of special exemption provisions or 
with substitution of forest yield taxes, 
holds little promise. What then can be 
done within the framework of the 
property tax? Assessment modifications 
to reflect the specialized needs of forest 
enterprise may be grouped under four 


77 William A. Duerr, Fundamentals of Forestry 
Economics, McGraw-Hill Book Co., 1960, p. 448. 
For discussion of time biased assessments in economic 
terms, see Work cited, Chapter 26, “Forestry and 
the General Property Tax,” pp. 446-449. 
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headings: fixed assessments, adjusted 
assessments, differential assessments, and 
assessments based upon productive 
capacity. Although the first and second 
have little to recommend them, the 
third and fourth deserve greater atten- 
tion than they have yet received. 

Fixed assessment provisions under 
which forest tracts are assessed at a 
figure set by law as for example $4.00 
per acre, have occasionally been enacted 
as has been described earlier. Such 
provisions are rigid in character and 
manifestly ill-adapted to changing 
forestry and revenue conditions. Noth- 
ing in our past experience with this 
device warrants further trial. Adjusted 
assessments as proposed by the Fair- 
child report would have reflected re- 
ductions in assessed values proportional 
to the extent of income deferment in 
each individual case."* Mathematically 
devised to eliminate time bias, the ad- 
justed property tax would have de- 
ducted from the current assessed value 
of the forest, the amount of interest and 
taxes accumulated to the end of the 
preceding year. Ingenious in concept, 
the plan is difficult to explain and would 
be burdensome to administer; so far as 
known its application has never been 
attempted. 

Differential assessments have been 
used to a limited extent in a number of 
states. As proposed by the Fairchild 
report, the land would be left subject to 
the ordinary property tax but timber 
would be assessed by applying a re- 
duction factor to the value that would 
otherwise have been used. “ This fac- 
tor would usually be uniform through- 
out the state and would be so calculated 
as to give forest properties subject to a 


78 Work cited footnote 1, pp. 578-594. See also 


Work cited footnote 10, pp. 12-14. 





140 


standard or typical degree of income 
deferment a tax burden equivalent to 
that of a net yield tax.” “*® The Ohio 
law described earlier under which a re- 
duction factor of 50 per cent (applied 
however, to the tax rate rather than to 
the assessed value, the effect being the 
same) has come the closest to the Fair- 
child differential timber tax plan. The 
Ohio law, as previously stated, is an 
optional one and has had little in- 
fluence. 

A variation of the differential assess- 
ment approach is found in a Minnesota 
property classification provision under 
which rural land used exclusively for 
the production of timber and other 
wood products is to be assessed at 20 
per cent of full and true value.*° This 
contrasts with varying percentages ap- 
plied to other real and personal property 
ranging up to 50 per cent of full value. 
Forest land also received differential 
treatment under a somewhat similar 
classification system formerly in effect 
in Montana. A 1959 enactment in 
Wisconsin stems from the termination 
of federal trusteeship over the Menom- 
inee Indian Tribal Forest, a tract of 
some 220,000 acres carrying 10 per cent 
of the sawtimber in the State. The law 
provides that in consideration of a fed- 
eral requirement that the forest be 
operated on a sustained yield basis, the 
forest shall be assessed at 40 per cent of 
the value that would otherwise have 
been used.** This is a significant tax 
concession and one that is likely to be 
sought in time by, other forest owners 
of the state operating their timberlands 
on a sustained yield basis. 


79 Work cited footnote 10, p. 16. See also Work 


cited footnote 1, pp. 603-608. 
80 Minnesota Statutes 1957, Sec. 273.13. 
81 Wisconsin Laws of 1959, Chap. 258. 
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In Oregon recent proposals before a 
legislative tax study committee both by 
the State Tax Commission and by the 
Industrial Forestry Association recog- 
nize the differential approach in sug- 
gesting that timber of different age 
classes be valued at varying percentages 
of market value.” 

To summarize, the differential assess- 
ment approach in its various forms 
would seem to represent a rough method 
of offsetting time bias and reflecting in- 
come potential under circumstances in 
which application of the productivity 
concept in full is not considered 
practical.®* 


Assessments Based on Productivity 


Although property tax assessment in 
the United States has traditionally 
stressed the market or sales approach to 
valuation, the laws of at least two states 
specifically provide that income or earn- 
ing capacity may be considered as a fac- 


82 Timber Taxation in Oregon—An Analysis and 
Recommendation to the Legislative Interim Tax Study 
Committee, Oregon State Tax Commission, Salem, 
1960, 53 pp. plus addenda; Outline for a bill pre- 
sented to Legislative Interim Tax Study Committee 
by Industrial Forestry Association, April 18, 1960. 


83 In the assessment of old growth (virgin) tim- 
ber on the West Coast differential assessment is used 
to offset time bias of a type different from that out- 
lined above. A valuation (discount) factor is applied 
to the so-called “ retail” stumpage value (total tim- 
ber quantity multiplied by a unit value per thousand 
board feet for current sale). The resulting en bloc 
or “ wholesale” value reflects the estimated period of 
time elapsing before the timber can be harvested. The 
distinction between “ retail ” and “t wholesale ” stump- 
age values is discussed in a leading tax case, Appeal 
of Coburn Heirs Inc., 7 Board of Tax Appeals 365 
(1927). See also Julian E. Rothery, A Study of 
Forest Taxation in the Pacific Northwest, Industrial 
Forestry Association, Portland, Oregon, 1952, 45 pp. 
For comparison of valuation factors currently being 
used in assessing old growth timber in California, 
Oregon, Washington, and British Columbia, see Stafe- 
ment of Weyerhaeuser Company to Oregon Legisla- 
tive Interim Tax Study Committee, December 11, 
1959, Exhibit 5. 
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tor in determining assessed value.** 
Moreover in numerous states capitalized 
income is taken into account in deter- 
mining the assessed value of public utili- 
ties and certain other types of industrial 
property. 

The income approach to valuation 
has been defined as follows. 


Net income capitalization requires the 
estimation of a reasonable net income ex- 
pectancy resulting from competent man- 
agement of a property and the conversion 
of this expected annual income stream 
into value by a discounting process. The 
resultant estimate usually represents the 
limit a buyer should pay as contrasted 
with the result of a comparative approach 
which is what the market will pay.®5 


Even though sales or market value in 
theory represents the discounted present 
worth of the anticipated net income 
stream, in practice as is frequently to 


value reflects 
factors not 


be observed, market 
speculative and _ other 
directly related to income. 

By way of general comment on the 
applicability of an income approach the 
following quotation from a recent study 
of land taxation in the less developed 
areas of the world is of unusual interest. 


The most valuable and efficient tool for 
a successful reconstruction of land tax- 
ation, giving particular emphasis to ra- 
tionalizing the tax base, is a system of soil 
classification and rating according to in- 


84In Iowa: “... the assessor shall take into con- 
sideration . . . productive and earning capacity, if 
any, past, present, and prospective. ...” Laws of 
1959, Chap. 291, Sec. 21. In North Carolina: “... 
the assessor shall consider as to the value of each 
tract . . . the past income therefrom, its probable 
future income ....” Gen. Stat. 1943, Sec. 105- 
295. 


85 Adrian F. McDonald, ‘“ Fundamentals of Real 
Estate Appraising,” Selected Readings in Real Estate 
Appraisal, American Institute of Real Estate Ap- 
praisers, 1953, p. 78. 
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dices of productive capacity and relative 
income potential.8¢ 


Used for some time in the assessment 
of farm land,*’ the application of an 
income approach to forest property has 
awaited development of more adequate 
timber growth and yield data and im- 
proved understanding of operating costs 
under varying conditions and systems 
of management. Under the more 
mature forest conditions of Europe the 
income approach has long had a place.** 
In this country its use has been sug- 
gested from time to time over the 
years.*? 

During the past decade there have 
been a number of efforts both in the 
United States and Canada to apply the 
productivity concept within the con- 
text of the property tax. British 
Columbia in 1951 established a volun- 
tary land classification known as “ tree 
farm land.” ® In order to qualify for 


86 Haskell P. Wald, Taxation of Agricultural Land 
in Underdeveloped Economies, Harvard University 
Press, 1959, p. 186. 


87 Quentin W. Lindsey, A Procedure for the Equi- 
table Assessment of Nebraska Farm Land, Nebraska 
Agricultural Experiment Station Bulletin 400, 1950. 
See also Andrew R. Aandahl, William G. Murray, 
and Wayne Scholtes, “Economic Rating of Soils for 
Tax Assessment,” Journal of Farm Economics, 36(3): 
483-99, 1954. 


88M. B. Grainger, Forest Taxation in Europe and 
New Zealand, New Zealand Forest Service Informa- 
tion Series No. 11, Wellington, 1950, 107 pp. 


89 Louis S$. Murphy, “ The General Property Tax 
and Forest Property,” Journal of Forestry, 23 (9-10): 
719-739, 762-780, 1925; Donald M. Matthews, Man- 
agement of American Forests, McGraw-Hill Book Co., 
1935, pp. 378-404; Maine Bureau of Taxation, Final 
Report of a Tax Study (The Sewall Report), 46 pp. 
(processed), 1945; Eugene V. Zumwalt, Taxation and 
Other Factors Affecting Private Forestry in Connecti- 
cut, Yale University School of Forestry, Bulletin 43, 
1953, pp. 51-52. 


90 British Columbia Department of Finance, Tree 
Farm Land, Victoria, 1956, 20 pp. See also F. G. 
Rainsford, ‘Forest Taxation,” Forestry Chronicle, 
31(2): 149-153, June 1955. 
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this provision a taxpayer must comply 
with minimum forest management 


standards established by the Provincial 
Department of Lands and Forests. 


Emphasis in valuation of tree farm land 
is upon site productivity, annual or peri- 
odic cut, management expenses and mar- 
ket price of the timber cut therefrom. 
Short run speculative supply and demand 
factors are considered to have minor sig- 
nificance in valuation of forest land un- 
der long range crop.*? 


Forest management expenses including 
cost of fire protection are deducted 
from timber sale proceeds to give a net 
rental value which is then capitalized at 
12 per cent. This rate reflects 4 per 
cent interest, 6 per cent risk, and 2 per 
cent to cover annual property taxes. To 
the capitalized value an annual property 
tax rate is then applied which is some- 
what more favorable to the forest owner 
than is the rate applying to non-classi- 
fied lands. More than half a million 
acres have been entered under this 
program. 

It is understood that New Bruns- 
wick ** has had some experience with 
the income approach in the assessment 
of forest property and that its use has 
been under study in Nova Scotia.” 

In this country the State of Maine in 
1953 declared it to be the public policy 
of the state to encourage sustained 
yield operation of forest lands by main- 
tenance of adequate incentive to their 
owners.** The courts are authorized to 
hold assessments to be excessive upon a 


91 Tree Farm Land, work cited, p. 8. 


92 Moore, Work cited footnote 62, pp. 74-75. See 
also Report, New Brunswick Royal Commission on 
the Rates and Taxes Act, 1951, pp. 43-6. 


93 H. S. MacGlashen, Work cited footnote 19. 


94 Maine Revised Statutes, Chap. 91-A, Sec. 42-43 
(1954). 
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showing by the owner that the resulting 
tax burden creates an incentive to 
abandon or strip the land or otherwise 
operate contrary to sustained yield 
practices. Although few if any court 
actions have been brought to secure tax 
abatements under the provision, it is 
nevertheless regarded as serving a use- 
ful purpose. 

The 1956 Assessors Manual of the 
State of Arkansas provides advisory 
land and timber values for various forest 
types for the use of local assessors.*” 
The Manual states that these values were 
arrived at by capitalization of antici- 
pated income based on growth potentials 
and allowable cut. In California the 
new timber appraisal manual stresses the 
time factor in valuation and the need 
for considering the property owner’s 
forest management plan. In the case of 
operating timber units cutting on a 
sustained yield basis, provision is made 
for capitalizing net annual income at an 
appropriate rate.*® 

Although varying in character and 
method of application, this cluster of 
efforts in Canada and the United States 
to relate assessed values more directly to 
the income potential of the forest would 
seem to represent a development that 
holds real promise for the future. 

Advantages flowing from the use of 
an income approach in forest assessment 
are numerous. From the taxpayers’ 
standpoint the tax burden is related 
more closely to the earning capacity of 
his property. At the same time the 
forest owner retains a stronger voice in 
his local government if his property re- 
mains part of the local property tax 

95 Arkansas Public Service Commission, Arkansas 
Assessors Manual, Real Estate, 1956, pp. 55-56. 


96 California, Timber Appraisal Manual, cited foot- 
note 16, 
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base. Timber is subject to the same tax 
rate as other real property and is thus 
not singled out for special legislative 
scrutiny to the same extent as under 
forest yield and severance taxes. From 
the standpoint of the fax district, forest 
land and timber is kept within the estab- 
lished local fiscal pattern. Special pro- 
cedures do not need to be devised to 
assess and collect the tax, revenue is 
relatively constant from year to year 
and tax proceeds are allocated in the 
same manner as other local revenue. 

On the other side of the ledger, assess- 
ments based on productive capacity 
raise questions that must be recog- 
nized.*’ From a legal standpoint, values 
derived from capitalization of antici- 
pated net income may run afoul of 
statutory requirements for use of full 
market value. Legal aspects of the 
problem require exploration but should 
hardly prove insurmountable provided 
practical aspects can be worked out. 
Agreement would be needed as to tim- 
ber yields, stumpage prices, operating 
costs and carrying charges and as to 
reasonable capitalization rates. Doubt- 
less in some cases recommended values 
or a range of values for different forest 
types and timber age classes would be 
formulated at the state level for inclu- 
sion in assessors manuals. Application 
of such values could them be made with 
the assistance of county advisory com- 
mittees having landowner representa- 
tion. This practice is sometimes adopted 
in the assessment of farm land. 

Still further difficulties in the use of 
an income approach would need to be 
resolved. How shall nontimber, as for 


97 R. C. Hall, Ad Valorem Taxes in Relation to 
Operating Costs, Yale School of Forestry, Proceedings 
2nd and 3rd Industrial Forestry Seminars, 1956, pp. 
189-90. 
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example recreational, values of the for- 
est be reflected? Would the use of an 
income approach materially affect local 
government revenues and possibly raise 
some of the same reimbursement prob- 
lems that have arisen under the manda- 
tory yield tax? What would be the 
situation when use of expectation value 
leads to higher assessments than in- 
dicated by current sales? To what ex- 
tent may a combination of the market 
and income approach be practical? 
Are transitional problems likely to arise 
in the adoption of revised assessment 
methods? 

Although questions such as the above 
remain to be thought through, it would 
seem that time is working in favor of a 
productivity approach. Better forest 
management practices are gradually be- 
ing adopted. As this takes place im- 
proved cost and return data become 
available. Moreover as the receipt of 
income from forest operations becomes 
more regular and as the income cycle is 
shortened, problems inherent in the ap- 
plication of the property tax to deferred 
yield properties become less trouble- 
some. 

CONCLUSION 


Forest taxation particularly in its 
property tax aspects, presents problems 
of an unusually stubborn character. 
Doubtless in few other fields of taxa- 
tion have efforts to seek solutions been 
more persistent on the part of taxpayer 
(forest landowner) groups, professional 


consultants (foresters), tax officials, 
legislative tax study committees, and in 
academic circles.°* In view of evolving 
forestry and revenue needs from state 
to state there can clearly be no single 
** answer ” to the “ forest tax problem.” 


98 For selected list of forest tax studies, see State 
Forest Tax Law Digest, cited footnote 26. 
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Nevertheless the increased recognition 
currently being given to forest produc- 
tivity in assessment is surely a step 
forward. 

Two developments appear essential to 
continued progress in the application of 
the property tax to forest property. 
First, intensified research is needed on 
the development of more scientific ap- 
praisal methods, on the legal aspects of 
using an income approach in determin- 
ing true market value, in the prepara- 
tion of model forest assessment guides 
for inclusion in state assessors manuals, 
and in related fields.*® Second, closer 
working together is needed on the part 
of industrial and other forest land- 


99 See Edward F. Renshaw, “ Scientific Appraisal,” 
National Tax Journal, 11(4): 314-322, 1958, on the 
need for research on property tax assessment. The 
article cites the Fairchild Report as one of the rela- 
tively few research efforts that have been directed to 
this field. 
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owners, tax officials, foresters, econ- 
omists, lawyers, and others concerned 
with the problem. Such organizations 
as the International Association of 
Assessing Officers and the National Tax 
Association are logical instrumentalities 
for this purpose. 

The first 50 years of active interest 
in forest taxation in the United States, 
from 1860 to 1910, is thought of as the 
period of exemptions, rebates and boun- 
ties. The second 50 years, from 1910 
to 1960, may come to be looked upon 
in retrospect as the yield tax period. 
With continued progress in assessment 
administration and in forest manage- 
ment it seems likely that the coming 50 
years will be a period of renewed in- 
terest in the property tax with modifica- 
tion of assessed values to reflect more 
closely the earning potential of the 
forest. 





TAXATION IN LAOS: 
POLICIES FOR A NEW COUNTRY WITH AN 
UNDEVELOPED ECONOMY f 


NEIL H. JACOBY * 


HE problem discussed in this paper 
is that of determining the appropri- 
ate level and structure of taxation in a 
recently-independent nation with an un- 
developed economy. The case under 
consideration is Laos, a country which 
won its independence from France in 
1954. Because many small nations with 
undeveloped economies are emerging into 
political independence in Asia and Af- 
rica, this study is of interest to those 
concerned with taxation and economic 
development. 

We first observe the salient facts about 
Laos that are necessary to understand 
the constraints upon the design of its 
tax system. We next analyze the struc- 
ture of its present revenue system and 
examine proposed new sources of reve- 
nue, from the point of view of their 
bearing upon the country’s economic 
goals. We deal with the problem of de- 
termining the proper level of taxation, 
observing comparative over-all tax bur- 
dens in several small underdeveloped 
Asian countries. Conclusions are reached 
as to desirable revenue goals. 


1. The Environment of 
Tax Policy in Laos 


Laos is about the size of Oregon and 
is located in the middle of the Indo- 
chinese peninsula. Most of this land- 
locked country consists of lowlands 


+ This paper draws upon a more detailed Explora- 
tory Report on Taxation in Laos submitted by the 
author to the International Cooperation Administra- 
tion in March 1960, pursuant to a mission to Laos. 
The author is grateful to officers of the U. S. Depart- 
ment of State, the ICA, and the Royal Laos Govern- 


covered with dense jungle growth; in 
the eastern half are rugged mountain 
spines and plateaus. Laos has a sparse 
scattered population estimated at 2 mil- 
lion, with an over-all density about one- 
tenth that of India.’ About 200,000 
people live in towns and cities, half of 
them in the administrative capital Vien- 
tiane. Laos was administered by its own 
King under French suzerainty until 
1941, when Japan occupied the country. 
After Japan’s defeat in 1945, France re- 
turned to Laos against the opposition of 
the Issara Lao party, which sought na- 
tional independence. The Vietminh re- 
bellion broke out in French Indochina 
the following year. This was finally 
ended by the Geneva Agreements of 
1954, under which Laos and Cambodia 
were to be neutralized as independent 
countries. The partial departure of 
France left an economic and political 
“vacuum” in Laos, into which the 
United States moved with military and 
economic assistance. The Royal Laos 
Government is ostensibly democratic 





ment for supplying information and commenting 
upon parts of the manuscript. They do not neces- 
sarily agree with any view expressed herein. The 
paper is wholly personal and unofficial. 

* The author is Dean of the Graduate School of 
Business Administration, University of California, Los 
Angeles. 


1 The author’s colleague at UCLA, Prof. Joel M. 
Halpern, has traced some of the sociological con- 
straints on tax policy in Laos. See his “ Aspects of 
Village Life and Cultural Change in Laos,” Council 
on Economic and Cultural Affairs, New York, August 
1958; “* Economic Development and American Aid in 
Laos,” Practical Anthropology, Vol. 1, No. 4 (July- 
August 1959); and a forthcoming book, The Peoples 
of Laos (Los Angeles: University of California Press). 
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under a constitutional monarch; in 
practice, political power is concentrated 
in the King, several hundred aristocratic 
families, and the army. The mass of 
the population is politically inarticulate; 
only a minority are literate. 
Economically, Laos may be character- 
ized as a poorly-endowed, thinly-popu- 
lated, relatively static economy based 
primarily upon subsistence agriculture 
and handicrafts. Wet rice cultivation 
occurs on irrigated fields in the lowlands 
and dry rice cultivation in the forest 
clearings of the uplands. Land owner- 
ship is widespread and land is generally 
available to those willing to clear it. 
Apart from small lumbering and tin 
mining operations there are few manu- 
facturing industries. Exports were only 
$1.3 millions in 1959. Most of Laos’ eco- 
nomic life is conducted by barter in the 
small villages. Until recently, the growth 


of the Laos economy has been very slow. 
A stable population, an enervating trop- 
ical climate, a religion which honors per- 
sonal rather than material achievement, 
malnutrition from excessive dependence 
upon a diet of rice, endemic disease, and 
social segmentation—all help to explain 


this economic stagnation. In addition, 
the country lacks railroads and all- 
weather highways connecting even the 
principal cities. 

American aims in Laos since 1954 
have been to foster stable democratic 
government and a growing self-sustain- 
ing economy, capable of maintaining the 
country’s independence against Com- 
munist penetration. To these ends the 
U. S. had devoted about $225 millions 
in military and economic aid to the end 
of 1959, an average of nearly $45 mil- 
lions a year, probably the largest amount 
of aid per capita given any country.” 

2See Mutual Security in Action: Laos, Dept. of 


State Publication 6842, ICA, Washington, D.C., July 
1959. 
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About three-quarters of this aid has 
gone to support a 29,000 man army and 
3,000 man police force; the balance to 
pay the costs of civil government and to 
finance development. Laos occupies a 
strategic position. If Red China could 
dominate Laos, it would have driven a 
salient into the heart of Indochina and 
prepared the way for penetration into 
its other countries and ultimate move- 
ment into the Malay Peninsula. With 
this accomplished, China would then 
outflank Indonesia and India, the two 
largest uncommitted Asian countries. 
Under American stimulus Laos has 
begun to make economic progress. An 
important step was taken in October 
1958. Direct controls of imports, ex- 
ports and foreign exchange were re- 
moved, the overvalued Laos currency 
unit (the kip) was revalued at 80 kip 
to $1, the Laos money supply was put 
on the basis of an almost 100 per cent 
gold and dollar reserve, and the kip was 
made freely convertible into other cur- 
rencies. Monetary Reform provided a 
solid foundation for expanded trade and 
investment. It involved undertakings 
by the government of Laos to avoid 
deficit financing and consequent infla- 
tion of the currency. The U. S. Gov- 
ernment has provided enough financial 
aid to cover the deficit in the civil 
budget of Laos, as well as its military 
and police expenditures. With civil 
government current (i.e. non-capital) 
expenditures during the fiscal year 1960 
of about $17 millions, and total Laos 
revenues under $9 millions, U. S. and 
other foreign aid has had to finance 
about $8 millions or 47 per cent of the 
current cost of civil government, in ad- 
dition to about $26 millions of military 
and police expenditures and $6 millions 
of capital expenditures. Total U. S. aid 
formed about 40 per cent of the annual 
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national income of Laos, roughly esti- 
mated at $100 million, or about $50 
per capita in 1960. 


2. Criteria for the Design 
of a Tax System 


The preceding skeletal facts suggest 
the economic goals that the tax system 
of such a country as Laos should serve, 
and some guides to its design. 

a) Contribution to economic develop- 
ment.—A primary requirement is that 
the tax system, both in its aggregate 
burden and in its structure, should make 
a maximum contribution to the coun- 
try’s economic development. Rapid eco- 
nomic development should be given pri- 
ority because of the extremely low levels 
of current real income per capita and 
the urgent need to reach a point of 
“ take-off ” to a self-sustaining process 
of growth. Some may argue that this 


criterion requires a level of taxation ap- 
proaching zero, on the ground that any 
exaction by government from the pub- 
lic will in some degree dampen incen- 
tives to produce, save or invest and thus 
diminish the capital formation necessary 
for growth. This is not true, especially 


in an undeveloped economy. Such 
economies are characterized by a dearth 
of private investment opportunities, 
caused mainly by deficient govern- 
mental services, roads, schools, sanitary 
facilities and other infrastructure. Gov- 
ernment can perform a constructive role 
by taxing away from the public money 
that would otherwise be hoarded, sent 
abroad, or invested in real estate or 
other relatively unproductive assets, and 
investing this money in educational, 
communications and other public serv- 
ices that are a precondition of active 
private investment. 

The structure of taxation, as well as 
the aggregate level, should be designed 
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to foster saving and private investment. 
It should offer incentives as well as avoid 
disincentives. Thus exemptions or tax 
concessions to new or expanding busi- 
nesses, particularly mining and manu- 
facturing ventures which have a rela- 
tively high “ multiplier” effect upon 
income and employment deserve con- 
sideration.?> Highly progressive income 
tax rates should not be imposed. A rela- 
tively important role can properly be 
played by customs duties, excises, sales 
and other consumption levies. 

Giving economic development first 
priority over other national goals can be 
viewed as the most effective method of 
expanding tax revenues in the long run. 
Because there are obvious upper limits 
to tax rates, an increase in the revenue 
yielded by the tax system of an unde- 
veloped economy depends primarily 
upon enlargement of the sales, profits 
and incomes of its people and businesses, 
that is, upon an expansion of the bases 
of taxation. 

b) Administrative simplicity.—A sec- 
ond requisite is administrative sim- 
plicity. In such a country as Laos tax- 
payers’ records are generally meager or 
lacking, a sense of public responsibility 
toward the payment of taxes has not 
emerged, and there is a pitifully small 
number of trained administrators avail- 
able to enforce the laws. This means 
that the laws must be relatively simple 
in their structure and application. They 
must not require the taxpayer to keep 
more than the most elementary records. 
Evasion must be capable of ready de- 
tection. The possibility of connivance 
between taxpayers and tax officials 
should be minimized by narrowing the 
range of administrative interpretation 


3 See, for example, Gardner Ackley and Lamberto 
Dini, “Tax and Credit Aids to Industrial Develop- 
ment in Southern Italy,” Quarterly Review, Banco 
Nazionale del Lavoro, December 1959. 
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and discretion. So far as possible, ex- 
ternal indicia should be used as the basis 
for tax assessments instead of elaborate 
formula developed from economic or ac- 
counting data. All tax proposals must 
be weighed first of all for administrative 
feasibility, whatever their theoretical 
merits. Highly differentiated schemes 
of income or estate taxation, with com- 
plex exemptions, credits, deductions, 
averaging devices, et cetera, are clearly 
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recent accession to power, poor physical 
communications around the country, 
and the existence of local political fac- 
tions. Yet a strong central government, 
able to unify the country, is necessary to 
facilitate the growth of commerce and 
industry. Such strength is likely to 
emerge if the revenues of the central 
government are built up as rapidly as 
possible, and it can consolidate its po- 
litical power by assisting the provincial 


TABLE I 


ReveNnve Receipts or Laos * 
Fiscat YEAR ENpiNnG June 30, 1959 








Amount in Kip 








Per Cent of 


Amount in Dollars Total 





Direct taxes 
Income taxes 
Tax on foreigners 
Urban real estate 
Business licenses 


Sub-total 


Indirect taxes 
Turnover of business 
Admissions and other 
Rentals-tax 
Miscellaneous 


Sub-total 


Customs and excises 

Registration fees and stamp duties 
Forest royalties 

Postal, telegraph, and telephone revenues 
Miscellaneous government service revenues 
National lottery 

Collections for prior years ...........6- 


39,891,811 


16,694,025 


~ 59,478,577 


81,827,678 


~ 95,822,230 
415,826,563 
24,531,882 


33,845,898 
10,556,777 


_ 51,091,912 
697,775,282 


$ 498,648 
35,044 
1,116 

__ 208,675 
743,483 


2,803,500 
89,241 


1,022,846 
8,882,349 
3,713,368 
1,398,835 


1,197,778 


5,197,832 
306,650 
54,254 
423,074 
131,960 
28,515 
638,646 


"$8,722,192 


4,340,329 


2,281,174 





* Excludes national bank advances, U. S. and other foreign aid. 
Source: Ministry of Finance, Laos. 


to be avoided. Strong emphasis should, 
of course, be placed upon programs for 
recruiting and training competent ad- 
ministrators. 

c) Emphasis on national revenues.— 
A third guide to the design of a tax sys- 
tem for a country like Laos is to give 
priority to the development of the na- 
tional tax system. The national govern- 
ment usually lacks strong authority in 
all parts of the country, as a result of its 


and local governmental units through 
shared revenues, grants, and other de- 
vices. 

This tax strategy is necessary in an 
economy in which the bulk of produc- 
tion occurs in nearly self-sufficient house- 
holds and is not marketed, and where 
much of even the marketed product is 
bartered rather than exchanged by the 
use of money. It is estimated that less 
than 10 per cent of the product of Laos 
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is ‘“‘ monetized ” in the sense of being 
sold in markets for money. The inhabit- 
ants of the small villages distant from 
the few towns and cities rarely use 
money, but produce most of what they 
need in their households and barter for 
the rest. Such communal efforts as re- 
pairing the village wat (religious and 
civic center) are usually performed with 
labor and material provided by the 
families either as contributions or tax 
** assessments ” in kind. Economic life 
in the towns and cities is, of course, 
monetized to a greater degree, but local 
government services are extremely rudi- 
mentary and call for little revenue. 

The national government of Laos 
could, in theory, tax the non-monetized 
sector of the economy by assessments in 
kind. For example, villagers could be 
required to deliver to the government 
annually a specified amount of rice or 
to work a certain number of days on 
roads. But the administration of such 
imposts would be grossly inefficient. In 
practice the national government must 
tax the monetized sector of the econ- 
omy, foster the wider development of 
markets and the use of money in local 
trade, and thus prepare the way for 
subsequent development of provincial 
and local taxation. 

d) Historical and cultural founda- 
tions—A fourth guide to tax system 
design is the historical and cultural 
features of a country. Clearly, a tax 
system should be based upon the “ val- 
ues,” the history, and the traditions of 
the people to whom it is applied. Tax 
proposals which ignore these factors and 
are derived from an alien economic-po- 
litical philosophy will prove to be in- 
effective. For example, much of the na- 
tional tax system of Laos was patterned 
on that of France, as a result of more 
than 50 years of French rule. Fiscal ex- 
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perts trained in the American tradition 
may find fault with some elements of 
French tax legislation and administra- 
tion; but they will be wise to accept 
them as data and to build upon and im- 
prove what now exists rather than to 
propose changes that are foreign to local 
traditions. 


3. Analysis of the Present National 
Revenue System 


The present national revenue system 
of Laos (defined to exclude advances 
from the National Bank of Laos and 
foreign aid) is divided into three major 
parts: First, customs duties and excises, 
which produce almost 60 per cent of na- 
tional revenues; Second, internal reve- 
nues, both direct and indirect, which ac- 
count for about 22 per cent of revenue 
receipts; Thirdly, non-tax revenues from 
a variety of fees and public enterprises, 
which produce about 18 per cent of 
revenues. Table I presents revenue re- 
ceipts of Laos for the fiscal year ended 
June 30, 1959. 

a) Customs duties and excises—The 
customs duties of Laos are comprehen- 
sive in their coverage. Few imported 
commodities appear on the free list, and 
residents of Laos returning to their 
country from abroad do not have duty- 
free allowances. A rough indication of 
the over-all average level of the customs 
duties is the ratio of customs duties col- 
lected to declared value of imports. The 
reported ratio was approximately 36 
per cent during FY 1959, although the 
true ratio was undoubtedly lower be- 
cause of unreported imports and sys- 
tematic undervaluation of reported im- 
ports. (This measure does not, of 


course, take into account prohibitive 

duties under which no imports occur.) 
Laos customs duties bear on nearly all 

of the commodities imported for house- 
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hold use. Imported foods bear duties 
ranging from 10-20 per cent of value. 
Cotton piece goods are imported in large 
volume and bear a tariff of 26 per cent. 
Imported furniture made of wood or 
iron bears a tariff of 40 per cent, al- 
though it is purchased only by the rela- 
tively rich families, and most Laos 
households use local furniture of bam- 
boo, rattan or other domestic material. 
Bicycles, the most common vehicle of 
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much of a burden upon the rural vil- 
lagers because they purchase little from 
the outside world, excepting such minor 
items as needles, thread, kitchen utensils, 
iron bars and simple tools and imple- 
ments. Consequently, the regressive in- 
cidence which characterizes a compre- 
hensive system of customs duties in an 
advanced, monetized, market economy 
does not hold for such a system in the 
economy of Laos. Close analysis will 


TABLE II 


CommMopities oF GREATEST VALUE IMPORTED INTO LAOS DURING THE 
Fiscat YEAR 1959 








Fiscal Year 1959 





Commodity Rate of Duty 


Units or Weight 


Value in 


Value in Kips U.S. Dollars 





30% 
357% 
407% 
50% 
30% 
25% 


Autos, med. 
Autos, heavy 
Busses 
Trucks 

Sub-total—motor vehicles 
Cigarettes 12 kip @ pack 
Auto gas K2.85 N/kilo 


Free 
K2.55 N/kilo 
10% 
10% 
K200 metric ton 
Cotton fabrics 26% 
Cotton yarns K5 net kilo 
Total value of preceding items 
Value of all imports—including gold 
Ratio of major items to value of all imports 
Gold imports only 
Commodity imports other than gold 


Kerosene 
ES ee ree 


18,576,904 kg. 


3,552,130 $ 44,402 
41,025 
73,592 


142,318 


40 pes. 
54 pes. 
96 pcs. 
111 pes. 

2 pes. 


380,941 kg. 


12,421,167 kg. 


6,022,970 kg. 
2,848,664 kg. 
4,684,056 kg. 
1,393,917 kg. 


16,717,743 
5,275,984 
36,473,422 
34,899,395 
28,690,993 
302,477,574 
1,063,537 ,960 


101,507,026 
962,030,934 


332,511 kg. 
412,175 kg. 





Source: Bulletin Du Commerce Ezxterieur of Laos. 


personal transport in Laos, pay a tariff 


of 20 per cent. The commodities of 
largest value imported into Laos during 
FY 1959, together with applicable tar- 
iffs, are presented in Table II. 

The customs duties of Laos now lay a 
considerable burden on the cost of living 
of householders, which increases as the 
income of an urban family and its pro- 
portionate use of imported commodities 


rises. The customs duties do not lay 


Vientiane. 


probably reveal that the incidence of the 
present Laos system of customs duties is 
progressive, and that the heavy reliance 
placed upon customs duties for revenues 
therefore does not violate canons of 
equity in distribution of the tax burden. 

The customs revenues of Laos prob- 
ably could be raised by 30 per cent or 
more, under present rates, if smuggling 
could be prevented. One way of re- 
ducing smuggling would be to check 
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random samples of the records of Thai- 
land traders handling merchandise 
shipped in transit to Laos. Such rec- 
ords, showing the name of the Laotian 
importer, could then be checked with 
the latter’s customs declarations. The 
major part of the smuggling, however, 
consists of vast numbers of relatively 
small unrecorded movements of com- 
modities in private pirogues (boats) 
across the Mekong river from Thailand 
into Laos. This could be reduced by 
establishing river patrols of customs in- 
spectors, by stricter systems of audit, 
and by programs for training customs 
inspectors in modern methods. 

The American advisor on Laos cus- 
toms administration is attempting to 
educate the Laos customs officials in 
proper procedures and methods of valu- 
ation, assessment, and collection of du- 
ties. He is trying to get the principles 
accepted that no goods shall be released 
to any importer until estimated duties 


thereon have been paid, and that im- 
porters shall give bond to the govern- 
ment for any duties subsequently found 


due on their imports. One device sug- 
gested for collecting delinquent duties 
is to deny further rights to import com- 
modities to any delinquent importer un- 
til he has paid all past liability. If the 
Laos government would proceed de- 
terminedly against well-known delin- 
quents with political influence, a few 
examples would rapidly raise the morale 
of both importers and customs officials, 
and would increase the public revenues. 

Another promising method of in- 
creasing customs revenues, while re- 
ducing smuggling, is to readjust the 
rates of duties to the point of maximum 
revenue yield. Commodities of rela- 
tively high value, with small weight and 
dimensions, are easily smuggled. If they 
also bear high rates of duty, it is possible 
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that a moderate reduction in the rate 
will increase the revenue yield. Some 
examples are cigarettes, kerosene, type- 
writers, and table radios, which now 
bear duties of up to 65 per cent of 
value. The tariffs imposed by Laos are 
higher on many commodities, such as 
kerosene, than those imposed by neigh- 
boring Thailand. A strong incentive is 
thereby given the thousands of Laos 
living along the Mekong to smuggle 
§-gallon cans of kerosene into Laos in 
their boats. The incentive could be 
blunted, if not eliminated, by a reduc- 
tion in the Laos tariff rate, with a prob- 
able rise in customs collections. A care- 
ful commodity-by-commodity study of 
the Laos customs tariff structure, with a 
view to maximizing revenue, might add 
10 per cent ($600,000 a year) to cus- 
toms revenue. 

b) Income taxes.—The income taxes 
of Laos are patterned after those of 
France. There is a dual system, consist- 
ing of (1) a general tax on personal in- 
comes from all sources levied at progres- 
sive rates, and (2) a system of flat 
percentage taxes on the incomes derived 
by individuals and business firms from 
specified sources. The general income 
tax applies to the net incomes of all per- 
sons over and above various deductions, 
exemptions and exclusions at rates rang- 
ing progressively from 11% per cent to 
a maximum of 55 per cent. Wages and 
salaries are taxed 2 per cent on the first 
50,000 kip ($625) and § per cent on all 
in excess. Business profits, whether dis- 
tributed or not, are taxed at rates that 
vary with the legal form of organization 
and the type of business. Thus, com- 
mercial corporations pay 25 per cent of 
profits, industrial corporations 15 per 
cent, and agricultural corporations 10 
per cent. 

The tax liability of an individual de- 
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riving his income from wages and sala- 
ries is figured by adding the 2 per cent 
or 5 per cent tax applicable to his wage 
and salary income to the progressive 
general income tax beginning at 11% per 
cent on his fotal net income above ex- 
emptions. However, exemptions and 
deductions are relatively generous. A 
married Laotian with a $1,250 annual 
income and three dependent children is 
liable for a tax of about $28 or 2 per 
cent of his income. Such a person oc- 
cupies an economic status well above 
that of the average urban dweller in 
Laos, and is relatively more affluent than 
is the head of a U. S. family with an an- 
nual income of $4,800. Assuming an 


American with this income took the 
standard 10 per cent deduction and an 
$1,800 credit for dependents, he would 
have a taxable income of $1,920 on 
which he would pay 20 per cent or 
$384, which would be more than 8 per 


cent of his total income. One must 
conclude that the Laos income tax bur- 
den is relatively very light at the lower 
brackets of taxed income where the 
largest revenue potentials lie. 

Individual proprietors or general part- 
ners of a business firm are taxed on their 
shares of the net income of the firm un- 
der the general income tax at rates rang- 
ing from 1.5 per cent to 50 per cent of 
net income. Because of the low rates on 
the initial brackets of income, the Laos 
income tax system discriminates heavily 
in favor of unincorporated and against 
incorporated businesses, an additional 
reason for increasing the initial bracket 
rates of the general income tax. 

During the fiscal year 1959, only 
1,809 individuals out of a population of 
2 million paid taxes on wages and sala- 
ries, and only 240 business corporations 
and limited partnerships paid taxes on 
their profits. A distribution of those 
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paying taxes on wages and salaries by 
amount of tax paid shows that 1,144 or 
65 per cent paid less than 1,000 kip 
($12). The bulk of the tax on salaries 
was paid by the 142 persons who paid 
between 10,000 kip ($125) and 100,- 
000 kip ($1,250) each. Less than 1 
person in every 1,000 paid an income 
tax in Laos during the FY 1959, whereas 
in neighboring Thailand more than 1 
person in every 100 of population paid 
an income tax. 

Evidently, the present base of the 
Laos income tax is exceedingly narrow. 
Credits, deductions, and exemptions are 
excessively high, and should be studied 
with a view to bringing more families 
within the ambit of the income tax. 
Also, salaries of military and police per- 


‘sonnel have been exempted from income 


taxation because the government of Laos 
considered it could not properly tax in- 
comes derived from U. S. Government 
aid—clearly a view without legal or 
equitable foundation. Considering that 
military and police personnel are among 
the best-paid employees in the country, 
when perquisites and allowances are 
taken into account, this action greatly 
reduces potential income tax revenue, 
and should be reversed. 

Laos should consider requiring all per- 
sons with annual gross incomes over some 
defined minimum to file an annual re- 
turn and to pay a filing fee of, say, 400 
kip ($5). This filing fee should then be 
creditable against any computed income 
tax liability. The arguments in favor of 
this reform are impressive. It has been 
done successfully in other underdevel- 
oped countries. It would greatly spread 
the base of the income tax and help 
widen the political consciousness of the 
population. It would produce a con- 
siderable revenue. It would serve a 
function similar to the capitation tax 
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formerly levied under French adminis- 
tration; but it would be more equitable 
by continuing to relieve those whose 
gross incomes fall below the minimum 
amount necessary to file a return from 
the obligation to pay anything directly 
to the government. 

No increases are desirable in the cur- 
rent rates of taxation of corporate 
profits. Although present rates are 
moderate, and it would be possible to 
raise the rate applied to U. S. corpora- 
tions doing business in Laos without in- 
creasing their aggregate tax burden (be- 
cause they are able to credit taxes paid 
to Laos against their higher tax liabili- 
ties to the U. S. government) , moderate 
taxation of business profits is a necessary 
part of a policy to foster the economic 
development of Laos. 

c) The business licenses (patentes). 
—The second major form of direct tax- 
ation in Laos is the business license. All 


natural and legal persons engaging in 
commerce, industry, occupations and 
professions in Laos are required to secure 
an annual business license and to pay a 


tax therefor. However, a considerable 
number of business occupations are ex- 
empted from the requirement, includ- 
ing civil servants, wage-earners, practi- 
tioners of fine arts, private teachers, 
farmers, and agricultural societies and 
co-operatives. The system is extremely 
complex, and the calculation of the fee 
to be paid by a particular business in- 
volves the use of multiple bases and 
rates, including annual sales volume and 
rental value of property used in the 
business. The determination of the an- 
nual license fee for a given business firm 
not only involves a complex calculation, 
but also the exercise of administrative 
discretion by the Ministry of Finance in 
determining the classification of a busi- 
ness. During the fiscal year 1959 there 


TAXATION IN LAOS 


153 


were issued 127 licenses to import-export 
firms, 25 licenses to government sup- 
pliers, and 3,131 licenses to other enter- 
prises. 

The business license tax appears to be 
needlessly complicated; the number of 
exempted lines of business is too large; 
and the amounts of tax imposed, con- 
sidering the light burden of income 
taxes on the profits of unincorporated 
business, are too low. Most businesses 
pay annual license fees under $10, and 
the over-all average was about $87 in FY 
1959. House builders, import-export 
firms, wholesale merchants, transporta- 
tion companies, and large foreign manu- 
facturing and commercial firms ac- 
counted for the bulk of the revenue. If 
the rate structure were simplified, the 
number of exempted lines of business 
reduced, and the rates of tax increased, 
the yield of this impost could be doubled. 

A more fundamental problem to be 
faced in the long-run is resolution of the 
ambiguous role now played by business 
licenses in the Laos tax system. They 
now appear to function haphazardly 
and inadequately in several capacities; as 
a supplement to the turnover tax, as a 
partial tax on business realty, and as a 
supplement to the income tax. Once 
truly comprehensive and adequate turn- 
over taxes, realty taxes, and income 
taxes are in force in Laos, the whole 
system of patentes might well be aban- 
doned. 

d) The motor vehicle tax.—The 
third important direct tax in Laos is 
that on motor vehicles, first imposed on 
July 1, 1959. An annual license fee is 
imposed at rates ranging from $1.00 on 
motor bicycles to a maximum of $37.50 
on large automobiles. Payment of the 
tax is evidenced by a large emblem re- 
quired to be affixed to the windshield of 
the vehicle. Vehicles exempted from 
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taxation include new cars in the hands 
of dealers, farm tractors, motorized ma- 
chinery, taxis, busses, hearses, diplomatic 
vehicles, and vehicles used in public 
works or for official purposes. The mo- 
tor vehicle tax appears to be operating 
successfully, because of the visibility of 
evidence of its payment (or non-pay- 
ment). The rates of tax are moderate 
in view of the facts that auto owners 
are among the high-income elite of Laos, 
that they benefit greatly from expendi- 
tures on streets and roads, and that Laos 
imposes an import duty on motor fuel 
of only 15 cents per U. S. gallon (2.85 
kip per kilo). While no increase in auto 
license fees appears desirable at this time, 
present exemptions should be studied 
with a view to including more vehicles 
within the tax base. 

e) The business turnover tax.—The 
most important indirect tax in Laos, 
apart from customs duties, is that on 
business turnover (taxe sur le chiffre 
d’affaires). It is imposed on the gross 
volume of business done by all com- 
mercial, industrial and professional en- 
terprises engaged in the sale of com- 
modities or the rendering of services. 
Agents pay the tax on the gross amount 
of their commissions. Thus, this impost 
is of much broader application than a 
sales tax, with which it is often con- 
fused. However, there are numerous 
exempt lines of business. The general 
tax rate is 4 per cent of gross business 
volume. A special higher rate of 15 
per cent of gross business volume is ap- 
plied to sales of specified “ luxuries,” 
including alcoholic beverages, fine tex- 
tiles (except for products of Laos), per- 
fumes, fine cosmetics, precious metals, 
jewelry, and the like. A special tax of 
50 per cent is applied to net receipts 
from the operation of gambling estab- 
lishments. 
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Since the Laos tax applies at the 
manufacturing and wholesaling levels as 
well as the retail level, it is clearly an 
onerous tax by the time commodities 
and services reach consumers. The pres- 
ent general rate of 4 per cent exceeds 
the modal rates of even State retail sales 
taxes in the United States. An increase 
in the Laos rate appears to be inadvisable, 
because it would probably make enforce- 
ment difficult by adding to the incentive 
for evasion. Exempt types of business 
turnover should be studied, however, 
with a view to bringing some within the 
purview of the tax, in the interests of 
both equity and larger revenues. 

f) Other elements in the revenue 
system.—lIn addition to the major taxes, 
Laos derives minor amounts of revenue 
from taxes on foreigners, urban real 
estate, admissions, and rentals. Among 
its non-tax sources of revenue are mis- 
cellaneous registration fees and stamp 
duties, royalties collected for use of pub- 
lic forests, net income from the opera- 
tion of the government-owned tele- 
phone, postal and telegraph systems, and 
the profits of the national lottery. With 
the exception of the realty tax, dis- 
cussed subsequently, none of these ap- 
pears to be capable of producing im- 
portant increases in revenue. 

The postal, telegraph and telephone 
services now produce only small annual 
income. An increase in this revenue 
could come from a reduction of costs 
through greater operating efficiency, an 
expansion of the market, or higher rates. 
Although the feasibility of changing all 
of these determinants merits study, an 
initial impression is that rates charged 
for these public services are already rela- 
tively high, and possibly above the point 
of maximum net return. Thus the pres- 
ent postal rates of Laos are said to be as 
high as the International Postal Union 
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will permit. Because public policy in an 
undeveloped economy should foster the 
growth of communications, it is doubt- 
ful that increases in rates should be 
made. 

Lottery revenues have also been very 
small in recent years, probably because 
the sparse and scattered population and 
the poor communications make the mar- 
ket too small and the administration too 
costly. To be highly profitable, a lot- 
tery must offer large prizes to the win- 
ners, and this requires a large enough 
volume of sales of tickets to pay the 
prizes, defray heavy costs of administra- 
tion, and still leave a profitable balance. 
Laos buy many tickets in the Thailand 
national lottery, which undoubtedly di- 
minishes the market for tickets in the 
Laos lottery. In any event, the admin- 
istration of the lottery occupies much 
time of personnel in the under-manned 
Laos Department of Finance which could 


probably be employed more produc- 
tively in administering other revenues. 


5. Tax Administration in Laos 


Most of the revenues of Laos are ad- 
ministered by the Ministry of Finance, 
which contains a Bureau in charge of 
Customs and Excises and another Bu- 
reau in charge of Internal Revenues, in- 
cluding direct and indirect taxes. The 
latter Bureau oversees three inspectorates 
—Nord, Centrale and Sud—each having 
offices in the principal towns and cities. 
In each of these offices there are revenue 
inspectors attached to either the Direct 
Tax or the Indirect Tax administrations. 
A very small staff exists in all offices. In 
fact, the entire manpower of the Cen- 
tral office in Vientiane in early 1960 
consisted of about 35 persons, of whom 
perhaps no more than half a dozen were 
competent to audit taxpayer’s books and 
make assessments. 
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Tax collection procedure in Laos is 
patterned on the French model. It in- 
volves a series of steps, to be taken after 
definite time intervals, each involving 
successive penalties upon the delinquent 
taxpayers, as shown in Table IIa. All 
of the preceding penalties are cumula- 
tive. While the procedures are com- 
mendable, they have not been pushed to 
completion often enough. Although 
several cases of delinquency have gone 
through administrative seizure and sale 
of property, some delinquent taxpayers 
continue to flout the law, setting a bad 
example for others. The Minister of 
Finance should carry through this pro- 
cedure for at least one prominent delin- 
quent taxpayer in each of the larger 
cities of Laos. 

One task deserving high priority is 
the codification of the internal revenue 
laws of Laos. It is extremely difficult to 
ascertain the current state of the tax 
law. The Legislature has enacted many 
tax statutes, and the Council of Min- 
isters has issued numerous tax decrees, 
and they have been amended without 
clear reference to earlier legislation. 
Taxpayers complain more about the un- 
certainty surrounding the application of 
the laws to their businesses than about 
the weight of the taxes imposed. The 
existence of a definitive Tax Code would 
greatly reduce this uncertainty, and the 
opportunity it creates for the exercise of 
administrative discretion. It is a neces- 
sary preliminary to a program to in- 
crease foreign investment in Laos. 

Well-trained and honest tax officials 
are far too few in number to complete 
enough systematic audits and assess- 
ments to create a satisfactory standard 
of public compliance with the tax laws. 
Many businesses do not maintain ade- 
quate books and records; others main- 
tain a separate fraudulent set of books. 
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for the tax inspector and falsify their a) A national urban real estate tax. 


returns; still others are audited and pre- 
sented with bills which are ignored. 
The result is that internal revenue col- 
lections as a whole are probably under- 
paid by more than one-third. By far 
the greatest single opportunity to in- 
crease the revenues of Laos is through 
the improvement of tax administration. 

The Internal Revenue service needs a 
larger staff, and its personnel require 
more adequate training, if taxpayers’ re- 
turns are to be audited in sufficient 
numbers to ensure good enforcement. 


—Although certain cities of Laos have 
taxed urban real estate at nominal, low 
rates, the assessments have been inter- 
mittent and have produced little reve- 
nue. A national real estate tax should 
be imposed at substantial rates, with a 
minor part of the collections being re- 
turned to the cities by the national gov- 
ernment. Investment in urban land and 
buildings represents not only the largest 
single category of private wealth in 
Laos, but also by far the most important 
category of private domestic investment 


TABLE Ila 


Step 1 Admonition 

Step 2 Summons without costs 
Step 3 Summons with costs 
Step 4 Summons to pay 

Step 5 Seizure 

Step 6 Notification of Sale 

Step 7 Posting of Notice of Sale 
Step 8 Checking of inventory 
Step 9 Sale by seizure 


During the FY 1959 only about $106,- 
700 was expended for personnel and 
supplies in the Internal Revenue Office. 
This should be substantially increased, 
because each additional dollar of outlay 
would produce many additional dollars 
of revenue. 


6. New Sources of Revenue 


Having analyzed the present revenue 
system of Laos with a view to identify- 
ing means of increasing its productivity 
consistent with national economic goals, 
it remains to consider new sources of 
revenue. Four proposals will be briefly 
discussed; a national urban real estate 
tax, a tobacco monopoly, an opium 
monopoly, and a tax on foreign ex- 
change. 


Time Interval Penalty 


8 days after Step 1 

8 days after Step 2 0.50 per cent 

3 days after Step 3 1.25 per cent 

3 days after Step 4 2.50 per cent 
1.25 per cent 

8 days before sale 1.25 per cent 

on day of sale 1.25 per cent 

8 days after authorization 

by Minister of Finance 25.0 per cent 


during recent years. Urban land owners 
derive large benefits from public ex- 
penditures which protect and add to the 
value of property. Asa group, they are 
among the wealthiest residents of Laos 
with the largest ability to pay taxes. 
All of these factors support a proposal 
for a substantial tax upon the value of 
urban real estate, especially when it ap- 
pears that such a tax is administratively 
feasible. 

No general assessment of real estate 
apparently has ever been made on a sci- 
entific basis in the cities of Laos. Trans- 
fers of property by sale at arm’s length 
apparently are too infrequent (or too 
infrequently recorded) to provide bench 
marks for a scientific assessment of the 
fair market values of property. An al- 
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ternative method of making a general 
assessment of realty would be to make 
use of annual rental data, inasmuch as a 
considerable amount of both residential 
and commercial property in Vientiane is 
rented. However, many factors distort 
the amounts of rentals paid, and the 
efforts of landlords to minimize their 
property taxes by under-reporting rent- 
als would create difficulties. Conse- 
quently, it appears that the best basis 
for a tax upon urban real estate at the 
present time is a simple, objective meas- 
ure of land and building area. 

National legislation is advisable to 
impose a tax on urban real estate, based 
upon a schedule of specified taxes per 
square meter of land or building area, 
classified according to location and com- 
mercial or residential use. The national 


government should return 10 per cent 
of revenues to the municipality in which 
the taxed property is located. Such a 


national urban real estate tax should 
ultimately be extended to rural real 
estate. 

b) A tobacco monopoly.—Laos now 
imposes a relatively high customs duty 
upon cigarettes which yields a consider- 
able revenue. There was one privately- 
owned cigarette factory in Vientiane in 
1960, which is reported mot to have been 
highly profitable because most of the 
raw materials needed to be imported and 
the protection it received from the high 
tariff was often breached by smuggling. 
The proposal has been made to form a 
public corporation in Laos which would 
be given a monopoly of all cigarette 
production, importation and sale. State 
tobacco monopolies exist in many coun- 
tries and produce substantial revenues. 
Such a monopoly cannot be recom- 
mended for Laos, however, because its 
government has limited administrative 
capabilities. It seems better for Laos to 
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make its customs administration effi- 
cient, and to leave the importation, pro- 
duction, and distribution of tobacco 
products to private enterprises. 

c) An opium monopoly.—The pro- 
duction, sale, and use of opium is now 
illegal in Laos, and Laos is bound by in- 
ternational agreement to forbid the ship- 
ment of opium abroad. However, 
opium is now grown on small plots by 
the Meo people in the mountains. Itin- 
erant Vietnamese and Chinese merchants 
purchase it and clandestinely ship it out 
of Laos by pack trains or small planes. 
No one knows the aggregate value of 
Laotian opium production, but it may 
be around $2 millions a year. 

Should Laos seek a modification of the 
international agreement, obtain an ex- 
port quota for the legal sale of opium 
for medicinal purposes, establish a gov- 
ernment monopoly to buy up all opium 
produced by farmers, sell its quota 
abroad, and destroy the balance? Apart 
from the difficulty of getting its inter- 
national agreement modified, there is a 
serious question whether Laos could es- 
tablish a monopoly that would be really 
productive of revenue. The opium of 
Laos is said to command premium prices 
for smoking, but to have no special 
value for medical purposes. If the gov- 
ernment paid farmers only a price at 
which their opium could profitably be 
resold for legal purposes, they would 
probably continue to sell their opium 
unlawfully to traders at higher prices, 
thus defeating the government monop- 
oly. Apart from this, the grave ad- 
ministrative tasks of operating such a 
monopoly counsel against an attempt by 
Laos to derive revenue from the opium 
trade. 

d) A tax on foreign exchange.—lIt 
has been proposed that Laos should im- 
pose a tax on purchasers of foreign ex- 
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change, and that this tax should be re- 
funded or applied as a credit against 
customs duties due on any goods sub- 
sequently imported by the purchaser of 
the foreign exchange. Presumably, the 
present exchange rate of 80 kip per $1 
would continue in effect. The buyer of 
foreign exchange would, however, be 
obliged to pay, in addition, a tax of 10, 
15 or 20 kip per $1 (or other foreign 
currency) acquired. The amount of 
this tax could either be applied directly 
as a credit against customs duties, or it 
could be held in a suspense account and 
refunded to the buyer when he pro- 
duced documents showing use of the 
foreign currency to import commodi- 
ties and to pay duty thereon. If the 
foreign currency were not used to im- 
port dutiable commodities, but were 
used to finance “invisibles” such as pay- 
ments for services abroad or investments 
abroad, no credit, or refund would be 
made. 

An exchange tax has been urged as a 
method of achieving a more complete 
collection of customs duties, and as a 
means of reducing the use of U. S. dol- 
lars for the acquisition of “ invisibles,” 
and particularly of curtailing “ capital 
flight.” Also, it has been contended that 
administration of the tax would provide 
reliable information on the end-uses of 
U. S. dollar aid to Laos. Such informa- 
tion is now scanty because Laos has a 
free market for foreign exchange in 
which transfers of funds are unlimited 
and anonymous. Would an exchange 
tax really attain these objectives? 

To administer an exchange tax it 
would be necessary for the government 
of Laos, at the minimum, to maintain 
a register of the names of all purchasers 
of foreign exchange and the amounts 
purchased, in order that appropriate 
credits could be issued or refunds made 
to purchasers who subsequently pro- 
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duced documentation of its use to im- 
port commodities on which duties had 
been paid. However, it is likely that 
the government would wish to reinstate 
the system of import licenses which pre- 
vailed up to the currency reform of 
1958. In this case, a licensed importer 
of commodities would be able to pur- 
chase foreign exchange at the 80-kip 
rate while others would have to pay 90 
or 100 kip, depending upon the rate of 
the tax. 

The administration of an exchange 
tax, under the conditions that prevail in 
Laos, would make inevitable a return to 
the widespread public corruption which 
prevailed prior to exchange reform in 
1958.4 Attempts would be made to 
purchase import licenses “under the 
table.” Fraudulent commodity import 
documents would be used, either to se- 
cure exchange at the lower rate or to 
obtain refunds of tax previously paid, 
depending upon the scheme of adminis- 
tration. The renewed corruption which 
would accompany a return to exchange 
controls probably would infect other 
parts of tax administration, with conse- 
Taking these 
considerations into account, it is doubt- 
ful whether much additional customs 
revenues would be collected via an ex- 
change tax, or whether it would pro- 
duce any reliable information on the 
uses of dollar aid. At best it would be 
a very imperfect instrumentality be- 
cause there would necessarily be a flat tax 
rate of 10, 15 or 20 per cent, whereas 
customs duties range widely from under 
10 per cent to more than 65 per cent 
depending upon the commodity im- 
ported. Rates of duty on some imports 


quent loss of revenues. 


4See U. S. Aid Operations in Laos, report of the 
House Committee on Government Operations, June 
15, 1959, for a discussion of problems of U. S. aid 
prior to Monetary Reform in October 1958. 
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would greatly exceed the exchange tax 
rate, and on other commodities would 
fall short of it, requiring variable re- 
funds or credits—another invitation to 
false invoicing and corruption. The 
preferable method of developing more 
accurate information on the uses of 
U. S. aid is to improve customs admin- 
istration. 

The imposition of an exchange tax 
would probably increase so-called “‘ cap- 
ital flight ” from Laos, because it would 
shake the confidence of people in the 
future free transferrability of kip into 
other currencies. It would probably en- 
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States stands and which is the objective 
of the International Monetary Fund. It 
is an asset of great potential utility in 
the economic development of Laos in 
the future, as foreign investors dealing 
with countries having complex import 
and exchange controls testify. To im- 
pose an exchange tax would be a retro- 
gressive step, interpreted in Southeast 
Asia as a defeat for the economic poli- 


cies of the U. S. 


7. Comparative Revenue Structures 
of Small South Asian Countries 


The structure of the national revenue 


TABLE III 
Masor Sources or Tax REvENUE IN Setectep Countries or SouTHEasT ASIA 
DURING REcENT YEARS 








Cambodia 


(1958-59— 
million 
kyats) 


(1958— 
million 


Type of Tax riels) 


Thailand 
(1958— 
million 

baht) 


Laos 
(1957— 
million 


kip) 


Afghanistan 
(1955-56— 
million 
afganis) 





Per Per 
Amount Cent Amount Cent 


Per 
Cent 


Per 


Amount Amount Cent 





29.8 

3.0 
32.9 
18.9 


158 

14 
639 
711 


255 
26 
282 


162 


Income and wealth .. 

Land 

Custom duties 

Transaction and sales 

Licenses, registration 
and stamp 

Other 


Totals 


22 
109 


2.7 
12.7 


100.0 


300 
274 


2,096 


30.5 
33.9 


143 
13.1 


100.0 


72 


75 
0.7 


105 
76 ee 
401 1,936 
1,569 

222 
70 


1,185 
5,191 


431 83 


373 
30.2 


8.0 
648 
20.4 


abe 
183 


14 54 
22.8 7 


100.0 899 


6.0 
08 


100.0 


41 
845 








Source: United Nations, Economic Survey of Asia and the Far East, 1958, Table K, pp. 171-72. 


hance their desire to speed-up such 
transfers, thus reversing the now di- 
minishing flow of funds abroad. 
Imposition of an exchange tax would, 
moreover, have adverse side-effects. Both 
the U. S. and Laos have gained prestige 
throughout Southeast Asia for the suc- 
cess of the exchange reform of 1958 
and the creation of a free market for 
gold and foreign exchange in Laos. The 
present free market with a unitary ex- 
change rate is the type of international 
exchange system for which the United 


system of Laos may be seen in better 
perspective by comparing it with those 
of some other small, undeveloped econo- 
mies of southern Asia. Table III presents 
the amounts and percentages of the tax 
revenues derived from major types of 
taxes by the national governments of 
Burma, Cambodia, Afghanistan, Thai- 
land and Laos during the most recent 
years for which comparable data are 
available. The four countries were se- 
lected for comparison because they ap- 
pear to be closer to Laos in culture, size, 
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and stage of economic development than 
any other South Asian countries, al- 
though they all exceed Laos in size and 
amount of income per capita. The cate- 
gories of tax revenues have been re- 
duced to comparability by ECAFE of 
the United Nations. 

Table III reveals that Laos relies to a 
much greater extent upon customs du- 
ties than does any other country under 
comparison. It also indicates that taxes 
on income and wealth form an equal or 
greater proportion of total tax revenues 
in the other countries than they do in 
Laos, with the one exception of Cam- 
bodia. Great care must be taken in 
drawing inferences for tax policy from 
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8. The Level of Taxation and 
Revenue Goals for Laos 


We now turn to the problem of se- 
lecting an appropriate revenue goal for 
Laos, and determining its consistency 
with the various proposals previously 
made for reforms in tax laws and ad- 
ministration. 

A primary requisite for the develop- 
ment of any economy is a stable and ef- 
fective civil government. It must be 
presumed that taxes collected to defray 
the necessary costs of the civil govern- 
ment of a country represent a use of re- 
sources more essential to its develop- 
ment than any private use to which 
they might be put by its citizens. In 


TABLE IV 
CurrENT AND “ Tarcet” ReveNvEs or Laos FROM Masor Sources 


UNDER PROPOSED REFORMS 











Approximate Revenues 
during Fiscal Year 1960 


Revenue Source 


Approximate “Target” Revenues 
under Proposed Reforms 








Amount? 


Per Cent 


Per Cent 


Amount? 





$ 500,000 
210,000 
1,025,000 


Income taxes 

Business licenses ....... 

Turnover tax 

Customs and excises .... 

Real estate 

Other sources (including 
prior year’s collections) 


Totals 


1,815,000 
$8,750,000 


100.0 


$ 1,300,000 

600,000 
1,600,000 1 
7,300,000 4 

600,000 


3,600,000 4 
$15,000,000 100.0 


8. 
4, 
0. 
8. 
4. 


20.8 








*See Table I. 


* Based on a 30 per cent increase in yield from tighter administration plus estimated gains 


from proposed changes in tax laws. 


these figures, because of economic and 
political differences among the countries, 
the necessarily arbitrary process of clas- 
sifying taxes, and our ignorance about 
the sizeable “ Other ” category. So far 
as it goes, however, Table III suggests 
that the increases in income and real 
estate taxation suggested herein for Laos 
would serve to bring its tax structure 
into closer alignment with South Asian 
taxation practice. 


theory, the level of taxation required to 
support essential functions of civil gov- 
ernment cannot be too high. Indeed, 
there are grounds for going further and 
requiring that the level of taxation pay 
for police and national defense services 
as well. The minimal revenue goal for 
Laos should be to raise the $15 million 
cost of civil government during the 
fiscal year 1960, which would require 
an increase of about $6 millions over 
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current annual revenue receipts. The 
optimal goal would be a total revenue of 
$45 millions, which would cover mili- 
tary and police expenditures as well, but 
this must be dismissed as quite unreal- 
istic in view of the poverty of Laos and 
the extraordinary threat to its independ- 
ence which requires the continuance of 
U. S. aid for national security. Hence 
we accept $15 millions per annum as a 
defensible revenue goal. There is a 
growing recognition, within as well as 
outside Laos, that indefinite dependence 
upon U. S. or other foreign government 
aid in support of the current expenses of 
civil government is inconsistent with the 
dignity and independence of a sovereign 
state. 

Is the goal of $15 millions of annual 
revenue receipts attainable? One may 
judge this matter better by recapitulat- 
ing the estimated “ target ” revenues to 
be derived from the major taxes, on the 


assumption that the proposals made 


herein are vigorously implemented. 
Table IV indicates that the attainment 
of the revenue goal would require not 
only radical improvements in tax ad- 
ministration, and large extensions in the 
bases of present taxes, but also additions 
to “other” revenues not specified of 
about $1.8 million per annum. The 
revenue structure envisaged for Laos 
would involve a marked reduction in 
the relative role of customs and excises 
and a marked increase in the role of 
taxes on incomes and property. 

The task of increasing Laos revenues 
by more than 67 per cent is feasible; but 
it is too formidable to be accomplished 
in one or two years. Because it is de- 
sirable to have a specific time schedule 
for moving toward the revenue goal and 
concurrently phasing-out U. S. aid to 
civil government, it is suggested that a 
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6-year program be adopted. This 
would contemplate balancing current 
expenditures of civil government in 
Laos with tax receipts by the end of 
fiscal year 1966. It would involve an 
average annual rise in Laos revenues of 
between 9 and 10 per cent. This pro- 
gram assumes either that Laos civil gov- 
ernment expenditures will be held at 
current levels over the next six years, 
or else (that) both present revenues and 
civil expenditures expand pari passu as 
the economy grows. 

The feasibility of the proposed reve- 
nue goal for Laos may also be tested by 
comparing its ratio of total tax reve- 
nues to national income with similar 
ratios for other relatively small, under- 
developed countries in Southeast Asia. 
Table V presents such figures for five 
countries during the most recent years 
for which comparable data were avail- 
able. The ratios were 12 per cent for 
South Vietnam, 20 per cent for Burma, 
12 per cent for Cambodia, 13 per cent 
for Thailand and about 9 per cent for 
Laos. Great caution must be used in 
drawing inferences from these compari- 
sons. The countries differ in size, in 
stage of economic development, in de- 
gree of monetization of productive ac- 
tivity, and in the proportion of total 
production that is socialized. The fig- 
ures would have to be adjusted for these 
differences before firm conclusions could 
be drawn from them. Because Laos is 
probably the most undeveloped country 
in the group, and the degree of under- 
statement of real national income nor- 
mally diminishes with economic devel- 
opment, the figures may exaggerate the 
extent of the taxing effort being exerted 
by Laos. On the other hand, the pro- 
portion of the Laos economy that is 
monetized is probably less than in the 
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Nationat Income aNnp Torat Tax RevENvES IN SELEcTED SouTrHEAST ASIAN 
CouNTRIES DURING RecENT YEARS 








National Income 


Per Cent Tax Revenues 


Total Tax Revenue to National Income 





South Vietnam 
(1956—million piastres) 


Burma 

(1957—million kyats) 
Cambodia 
(1956—million riels) 


Laos 
(1959—million dollars) 


Thailand 
(1956—million baht) 


12,790 


100 


7,074 12 


909 20 
12 
8.7 9 


4,650 13 





Source: United Nations, Economic Survey of Asia and the Far East, 1958, pp. 170, 171; and 
Economic Commission for Asia and the Far East, Bangkok, Thailand. 


other countries, which would tend to 
minimize the true extent of its taxing 
effort. 

Taking Table V at its face value, it 
appears that the taxing effort of Laos is 
less than that being exerted in neighbor- 


ing countries. If Laos were to raise its 
annual tax receipts to $15 millions, they 
would form about 15 per cent of pres- 
ent national income. This would put its 
effort above that of the other countries 
except Burma, but not by a large mar- 
gin. So far as they go, the figures indi- 
cate that the proposed revenue goal for 
Laos is within the range of current fiscal 
practice in Southeast Asia. 

Apart from such inter-country com- 
parisons of tax burdens, there are tangi- 
ble evidences of the existence of unuti- 
lized taxable capacity in Laos. Part of 
the incomes generated by the large U. S. 
dollar grants since 1954 have been saved 
by these benefiting from them, includ- 
ing public officials, police and military 
personnel, importers and distributors. 
Most of these monetary savings appear 


to have been used to add to consumer 
stocks of durable goods, to build upon 
and improve real estate, to add to do- 
mestic hoards of jewelry and precious 
metals, and to add to liquid balances or 
fixed investments in Hong Kong, Bang- 
kok, Saigon and other nearby foreign 
centers. Relatively little private invest- 
ment has occurred in new or expanded 
manufacturing or natural resource in- 
dustries within Laos. Such investment 
awaits the completion of a road system 
and other communication facilities which 
will open up wider markets for both 
raw materials and finished products. 
Under these circumstances, a strong 
case can be made for a policy of appro- 
priating savings from the public now 
being placed in types of assets that do 
not strongly promote national economic 
growth and using them to support civil 
government. This strategy should place 
Laos in a position to attract long-term 
loans from national and international 
agencies for investments in the public 
assets it needs. 





STUDIES OF STATE-LOCAL TAX INFLUENCES 
ON LOCATION OF INDUSTRY 


JOHN F. DUE* 


OR decades, one of the most contro- 

versial issues in the field of state-local 
finance has been that of the effects of 
tax differentials on location of economic 
activity, particularly of industry. No 
argument has been so consistently and 
universally used against new state taxes 
or increases in rates, especially those af- 
fecting business, than the “ drive indus- 
try out” thesis. On the reverse side, 
states frequently have used claims of 
low taxes as a lure to business, and in the 
south many local governments have 
sought to lure industry by property tax 
concessions. Supporters of various tax 


measures argue that the taxes have no 


effects upon location whatsoever. Some 
studies were made many years ago to 
ascertain actual effects, but most of 
these early ones were not sufficiently so- 
phisticated in their techniques for the 
results to be of great significance. In 
the last decade, with growing state-local 
tax burdens and increased attention to 
economic development, there has been 
a great increase in attention to the prob- 
lem, with a number of studies under- 
taken, and published in a wide variety 
of sources, some not readily available. 
It is the primary purpose of this article 
to review the major studies and the vari- 
ous approaches taken, and to draw some 
conclusions from them. 


* The author is Professor of Economics at the Uni- 
versity of Illinois. 


Statistical Studies of Relative Tax 
Burdens and Growth Rates 


One approach to the problem has 
been that of a statistical comparison of 
the relative rates of growth in various 
states and the relative tax burdens. 
There have been two studies of this type 
of major importance in recent years. 
An Iowa study by C. C. Bloom ascer- 
tained, by simple correlation, the rela- 
tions between growth in manufacturing 
employment and capital outlays of 
manufacturers with per capita state- 
local tax collections, and growth in such 
tax collections in the period 1939-1953 
and 1947-53.' No significant correla- 
tions are found: there was a slight posi- 
tive one between growth in taxes and 
growth in manufacturing employment; 
that is, the higher-tax states enjoyed 
more rapid expansion of manufacturing. 
There was no isolation of other factors 
influencing manufacturing growth, and 
the taxes considered were not limited to 
those on manufacturers. Accordingly 
the significant conclusion of the study 
is a negative one: there was no demon- 
strable evidence that high tax levels had 
retarded the growth of the states in- 
volved. 

A much more elaborate and signifi- 
cant study was that of W. R. Thompson 


1C. C. Bloom, State and Local Tax Differentials 
(Iowa City: Bureau of Business Research, State Uni- 
versity of Iowa, 1955). 
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and John M. Mattila.? Confining their 
study to taxes paid by business firms 
(which were compared on the basis of 
amount paid per employee) and em- 
ploying modern econometric techniques, 
they concluded that for the period 
1947-1954, there was no significant cor- 
relation of interstate tax differentials 
and employment growth in the 29 manu- 
facturing industries concerned. How- 
ever, even this study suffers from limita- 
tions, since it does mot concentrate 
attention on the marginal zone—on the 
group of firms which have any signifi- 
cant choice in location. Differences in 
type of tax are ignored, and the tax 
burden used as a measure includes that 
on all business, not merely manufac- 
turers. Finally, this study, as all of this 
type, can never provide answers to the 
question: would the rapidly growing 
states have grown still more rapidly had 
it not been for their higher tax burdens? 
Nevertheless, they do indicate that 
higher business tax burdens are not hav- 
ing any measurable effects in slowing 
down the rate of growth. Clearly the 
taxes are not producing the economic 
stagnation which the opponents of 
higher state taxes claim. 


The Interview Approach 


In an effort to pinpoint more pre- 
cisely the effects of taxation on indus- 
trial location, interview and question- 
naire enquiries have been made of the 


factors affecting location decisions. 
There have been two types: those en- 


2 An Econometric Model of Postwar State Indus- 
trial Development (Detroit: Wayne State University 
Press, 1959). 

A study by W. D. Ross showed that Louisiana tax 
concessions to industry had very meager results so far 
as location is concerned. See ‘“‘ Tax Concessions and 
Their Effect,” Proceedings of the National Tax As- 
sociation for 1957, pp. 216-24. 
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quiring about the general factors affect- 
ing location, and those specifically ask- 
ing about tax influences. Naturally the 
results are quite different. 

Representative of the former, and a 
survey obviously not conducted for the 
purpose of proving a preconceived con- 
clusion, was that of Business Week in 
1958. Enquiry of a number of business 
firms about factors influencing location 
brought some 747 references to location 
decisions, of which only 5 per cent re- 
ferred to taxation, and some of these 
related only to property tax influences 
on selection of a site within a particular 
area.’ An extensive field interview study 
by the Survey Research Center of the 
University of Michigan in 1950 of Mich- 
igan firms concluded that taxes were not 
significant in location decisions. Only 9 
per cent of the firms interviewed (in 
terms of employment represented) men- 
tioned taxes as an unfavorable location 
factor, although Michigan has received 
great notoriety as a high tax state.* 

Of the interview studies which spe- 
cifically mentioned taxes, one of the 
most recent was that undertaken in 
Massachusetts for the Federal Reserve 
Bank of Boston. This is another notori- 
ously high tax state.” Of 196 manu- 
facturing firms from which replies were 
obtained, 16 per cent indicated that 
local taxes had influenced location de- 
cisions, and 19 per cent indicated that 
state taxes had done so. And 25 per 
cent indicated that state taxes would in- 
fluence future location decisions. A 
survey of firms moving out of New 


3" Plant Site Preferences of Industry and Factors 
of Selection,” Business Week Research Report, 1958. 


4 See Industrial Mobility in Michigan (Ann Arbor: 
University of Michigan Press, 1950). 


5 See J. D. Strasma, State and Local Taxation of 
Industry (Boston: Federal Reserve Bank of Boston, 
1959), p. 14. 
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York City was made for the years 
1947-55 by the Regional Plan Associa- 
tion; some 14 per cent indicated taxa- 
tion as the major reason. Comparable 
results were found in Minnesota and 
Wisconsin studies. While these results 
are not to be disregarded, it must be 
kept in mind that they do not indicate 
the magnitude of the tax influence in 
location decision making. Likewise the 
anti-tax attitude of many business men 
conditions them to stress the tax factor, 
as does the belief that their answers may 
influence the conclusions of the survey 
and thus ultimately bring lower taxes. 
Somewhat related to the interview re- 
sults are public announcements from 
business firms about the effects of tax- 
ation, particularly when legislative bodies 
are considering higher levies affecting 
business. Firms will frequently an- 


nounce the suspension of building plans 


pending legislative action. Such an- 
nouncements must be recognized for 
what they almost always are: purely 
strategical moves designed to influence 
the outcome of the legislative action. 


Analysis of the Role of 
State-Local Taxes in Costs 


One of the most common approaches 
in recent years has been that of an 
analysis of the significance of tax costs 
in various areas, to ascertain the extent 
of tax difference among taxing jurisdic- 
tions and thus the potential role of taxes 
in location decisions. Most of these 
studies have been made as a part of gen- 
eral analyses of state tax systems. There 
are two approaches: the use of data of 
actual firms operating in more than one 
state, and data built up for typical hy- 
pothetical firms. 

6 See A. K. Campbell, ‘“t Taxes and Industrial Loca- 


tion in the New York Mertopolitan Region,” Na- 
tional Tax Journal, Vol. XI (Sept. 1958), p. 198. 
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Of the multi-plant studies, one made 
in Pennsylvania showed a ratio of state 
and local taxes to net investment for 
interstate multi-plant firms ranging 
from 4.34 per cent in Wisconsin to .57 
per cent in Delaware.’ One of the most 
exhaustive studies of this character was 
that by D. B. Yntema® for 1956-57, 
showing relative tax costs of actual oper- 
ations in Michigan and neighboring 
states. The study showed a range in 
ratio of state-local taxes in other states 
to Michigan taxes ranging from 33 in 
Illinois to 78 in Wisconsin. 

Of the hypothetical studies, one of 
the most thorough was that by J. S. 
Floyd, who ascertained tax costs for 
firms in three industries in a variety of 
locations, as a part of a general study of 
the influences of location.® Fairly sub- 
stantial differences were found; for ho- 
siery mills, for example, the difference in 
state-local tax cost between highest and 
lowest cost locations was equal to 2 per 
cent of sales; for furniture factories, 
3.40. 

A more extensive study was that of 
the Pennsylvania Economy League, cov- 
ering 237 localities in ten states, and a 
variety of firms with diverse ratios of 
inventories, fixed investment, and sales. 
The Federal Reserve Bank of Boston 
study by Strasma was similar, with two 
types of typical firms and seven indus- 
trial states. For the typical manufac- 
turing firm, state taxes ranged from 
$4,105 in Illinois to $28,468 in Massa- 
chusetts. In contrast, local taxes were 


7 Commonwealth of Pennsylvania, Tax Study Com- 
mittee: The Tax Problem (Philadelphia, 1953), p. 
145. 

8 Michigan’s Taxes on Business (Holland, Mich.: 
Hope College, 1959), p. 2. 

9Effects of Taxation on Industrial Location 
(Chapel Hill: University of North Carolina Press, 
1952), p. 68. 
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lowest in Burlington, Massachusetts, and 
highest in Chicago ($16,788 vs. $65,- 
862) .° 

A study by the Fantus Factory Lo- 
cating Service of state-local tax burdens 
for a typical corporation in 11 mid- 
western cities showed a high state tax 
cost in Kentucky ($46,576) and a low 
in Illinois ($193); a local tax high in a 
Michigan city of $107,254 vs a low of 
$19,590 in a Kentucky city, and a com- 
bined high of $143,358 for a Michigan 
city and a low of $54,056 for an Ohio 
city.11_ The Campbell study of the New 
York metropolitan areas was of the same 
character as was a 1960 study by D. 
Soule at the University of Kentucky.” 

These studies, in themselves, are of 
greater significance for particular states 
and particular business firms than they 
are for throwing light on the question 
of the effects of taxation on location. 
For the latter they are mainly of con- 
sequence for giving some idea of the ex- 
tent of interstate and intrastate differ- 
ences. The precise figures are of course 
open to serious question, a fact well rec- 
ognized by those who have made the 
studies. The multi-plant studies, while 
using actual tax data, suffer from the 
problems of noncomparability of oper- 
ations in various states, and inadequate 
samples, and yield results significant 
only for the particular industries. High 
tax firms are particularly willing to co- 
operate, and thus bias the sample. The 
hypothetical-firm studies permit the se- 
lection of more adequate and represen- 
tative data, and can be adjusted more 


10 Strasma, Taxation of Industry, op. cit., Chap. 
VIII. 


11 W. Haber, et al., The Michigan Economy (Kala- 
mazoo: The W. E. Upjohn Institute for Employment 
Research, 1959), pp. 341-54. 


12 A. K. Campbell, “ Taxation and Industrial Lo- 
cation,” op. cit. D. Soule, Comparative Total Tax 
Loads of Selected Manufacturers, University of 
Kentucky (Lexington: 1960). 
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easily to reflect the situations of par- 
ticular industries or to adapt to chang- 
ing tax laws. There are, however, limi- 
tations. The typical figure may not be 
at all representative for many indus- 
tries; and, particularly because of local 
property tax differences, tax burden 
may vary tremendously between loca- 
tions within a state. Thus care must be 
employed in interpreting results. The 
most difficult problem, however, is that 
of estimating local property tax bur- 
dens, because of variations in assess- 
ment ratios, and the frequent bargain- 
ing element involved, particularly with 
new large firms. 


Analysis of Tax Effects in 
Terms of Cost 


Various studies of the role of taxation 
in location decisions, including those just 
referred to involving interstate compari- 
sons, have analyzed the importance of 
state-local taxes in total business ex- 
penses. The results of several studies 
can be summarized briefly. A Michigan 
study showed state taxes to constitute 
about 12 of 1 per cent and local taxes 
about 1% per cent of value added by 
manufacturers. The Pennsylvania 
Economy League study noted above 
showed a state-local tax differential be- 
tween the highest tax state and the low- 
est tax state equal to .3 per cent of 
sales.‘ The Campbell study of the New 
York metropolitan area showed an aver- 
age ratio of state and local taxes to sales 
of 1.5 per cent (1954).%° An extensive 
Minnesota study for 1953 showed a 
ratio of state and local tax cost to sales 
of .82 per cent for all manufacturing in 

13 Michigan Tax Study: Staff Papers (Lansing: 
1958), pp. 86-87. 

14 See Haber, Michigan Economy, op. cit., p. 314. 


15 Campbell, “‘ Taxes and Industrial Location,” op. 
cit., p. 209. 
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Minnesota.*® 

The fact that state-local, and par- 
ticularly state, taxes represent such a 
small percentage of total costs does not 
in itself prove that taxes have no sig- 
nificant effect on location. As many 
writers have pointed out, a small per- 
centage difference in cost can have sub- 
stantial dollars-and-cents effect upon 
profit if the taxes cannot be shifted. 
However, two points must be noted. 
First, some shifting is frequently possi- 
ble; secondly, the major cost items such 
as Wages are so much greater in total 
magnitude that very small differentials 
will have tremendously greater influence 
on relative costs in different locations 
than great percentage differences in tax- 
ation. 

The significance of the tax cost ele- 
ment is reduced still further by the de- 
ductibility of all state business taxes in 
calculating federal income tax liability. 
The net result, for the typical large cor- 
poration most likely to be influenced by 
taxation for location, is to reduce the 
net cost of state-local taxes roughly in 
half, since the marginal federal rate is 
52 per cent. 

Finally, business firms making a care- 
ful enquiry into location will consider 
governmental services as well as taxes. 
When low taxes mean poor services, as 
they often do, the firm will find it 
necessary to supply the services—such as 
sewage disposal, police and fire protec- 
tion, streets—itself. And low-tax poor- 
service areas may be very unattractive to 
employees. The importance of con- 
sidering the services rendered has been 
noted in various guides to location; ** 
and is a factor considered by the factory 

16 Report of the Governor’s Minnesota Tax Study 
Committee (St. Paul: 1956), p. 121. 


17 See Dun’s Review, Special Report to Manage- 
ment, Industry’s Plant, March 1960. 
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locating services. It is, however, some- 
what difficult to measure in any com- 
pletely objective way. 


Conclusions of Various Studies 


Numerous students of the problem of 
taxation and location have for the most 
part reached much the same conclusion. 
A few quotations are typical: 

Greenhut—“ From these studies, it 
would seem that tax incentives are at 
best a relatively unimportant secondary 
factor of location.” ** 

Campbell: “In most studies based on 
the interview technique, industrialists 
tend to agree that taxes are a secondary 
consideration in location choice, and the 
actual cost of taxes as revealed here 
would tend to indicate the correctness of 
this view.” *® 

University of Wisconsin State Tax 
Study Committee: ““ The contention that 
economic growth in Wisconsin or else- 
where has been considerably affected by 
tax differentials has not been established 
by credible evidence. Neither has it 
been disproved, though the general fail- 
ure to establish correlation between eco- 
nomic development and tax differentials 
is indicative that at present levels of dif- 
ferentiation effects on economic growth 
cannot be very serious.” 7° 

Floyd’s conclusions are somewhat less 
categorical: “ As has been pointed out, 
the investigations analyzed, whether 
based on interviews, questionnaires or 
correlation analysis, have failed to dem- 
onstrate conclusively that tax cost dif- 
ferentials do or do not affect the selec- 


18M. L. Greenhut, Plant Location in Theory and 
Practise (Chapel Hill: Univ. of North Carolina Press, 
1955), p. 139. 


19“ Taxes and Industrial Location,” op. cit., p. 
209. 


20 Wisconsin’s State and Local Tax Burden (Madi- 
son: 1959), p. 35. 
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tion of all types of plant sites. The 
theoretical analysis undertaken in the 
present study, however, leads to the con- 
clusion that under certain conditions tax 
considerations may influence the selec- 
tion of location for some, but by no 
means all, types of industrial plants.” ** 
It should be pointed out that the two 
most significant correlation analyses have 
been made since Floyd’s book was writ- 
ten. 

Perhaps the most significant state- 
ments of experts are to be found in the 
paper by Maurice Fulton in the volume, 
Taxes and Economic Growth in Michi- 
gan.”* Fulton, an official of the Fantus 
Factory Locating Service, has had per- 
haps as much contact with actual loca- 
tion decision making as anyone in the 
United States. While he recognizes that 
taxes may have some influence, particu- 
larly along the “image ” lines noted in 
the next section, he concludes: ‘‘ The 
writer is keenly aware of the fact that 
state taxes are not as important in the 
location process as many other measures. 
Very few, if any location decisions are 
based solely on tax reasons.—p. 71. ... 
a universal principle seems to apply, viz., 
tax costs, primarily state tax costs, are 
rarely, if ever, the principal factor in 
plant location. ... p. 72. 


Taxation and the General Business 
Climate of a State 


In the last few years increased recog- 
nition has been given to the role which 
state taxation may have on the general 
business climate or reputation of a state, 
or, in other words, the state image in the 
eyes of the national business community. 
Without question certain states have 


21 Effects of Taxation, op. cit., p. 109. 


22 P, W. McCracken, ed. (Kalamazoo: The Upjohn 
Institute for Employment Research, 1960), pp. 69-84. 
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built up an unfavorable image; Massa- 
chusetts, Pennsylvania, Michigan, Wis- 
consin, and to some extent Minnesota 
are prime examples, among the major 
industrial states, although Pennsylvania 
has worked hard in recent years to im- 
prove its position. These reputations are 
the product of a variety of forces: ex- 
tent of unionization and state policy to- 
ward unions and management; unem- 
ployment and workmen’s compensation 
legislation; financial responsibility of the 
state; magnitude of state debt; and tax 
levels and structures. Normally taxa- 
tion alone is not responsible; at best it is 
only one factor. But clearly it does play 
a part, and some students of location 
decision-making argue that it has come 
to be regarded as a major index of gen- 
eral business climate. 

There are several elements in the tax 
influence. One is the magnitude of 
taxation, particularly as affecting busi- 
ness; this depends in part upon the over- 
all level of state-local expenditures, in 
part upon the division of tax burdens 
between business and individuals. An- 
other is the type of tax; many business 
men have developed a particular dislike 
of the corporation franchise tax based 
on income; proposals for this type of 
tax have, in some states, such as Michi- 
gan and Illinois, become a prime center 
of legislative battles between “‘ conserva- 
tive” and “liberal” groups. In other 
states which have had such taxes for 
many years, they are accepted without 
question—so long as the rates are not 
out of line. By contrast business groups 
with, exceptions—mainly the retail or- 
ganizations—are inclined to favor sales 
taxes and to regard reliance on them as 
reflecting a pro-business attitude. An- 
other is the precise structure of the tax: 
there is reasonable resentment again 
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interstate allocation formulas which re- 
sult in multiple taxation. 

The significance of this business cli- 
mate factor for location is hard to assess. 
But clearly it plays some role. As stated 
by Fulton, “ Many firms categorically 
reject Michigan from preliminary con- 
sideration because of an unsatisfactory 
image, one strengthened by the realiza- 
tion that taxes on business are higher 
than those across the state line.” °° Fac- 
tory locating services report that some 
of their clients instruct them not even 
to consider certain states in looking for 
sites. As a result in some instances the 
firms undoubtedly rule out lowest cost 
locations because of this. In large meas- 
ure this attitude reflects prejudice based 
on very little factual evidence, and in 
part upon the fear of uncomplimentary 
remarks from officials of other business 
firms, to the effect that ““ Are you out of 
your mind, man, to locate in that 
state?””’. The notion that other firms 
are studiously avoiding a state—even if 
in fact they are not—encourages par- 
ticular business men to reject considera- 
tion of it. 

Along these lines Strasma, in the Fed- 
eral Reserve Bank of Boston study, 
concludes that the tax climate factor 
plays a primary role in the second of the 
three stages of the location selection 
process, that of selecting the particular 
state in a general region, rather than at 
the first (selection of the region) or the 
third (selection of the precise site).7* A 
bad reputation of a state or a certain 
metropolitan area will simply cause busi- 
ness men to disregard possible sites in the 
area without any review of relative 
costs. 


23 Taxes and Economic Growth in Michigan, op. 
cit., p. 72. 


24 State and Local Taxation, op. cit., Chap. II. 
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The role which taxation plays in the 
general business climate is in part obvi- 
ously a function not of actual tax dif- 
ferences, as noted, but a somewhat irra- 
tional reaction on the part of business 
groups. Largely because of high Fed- 
eral taxes, the average business man is 
inclined to have a strong anti-tax emo- 
tional bias, and to be quick to emphasize 
tax elements relative to others. Sec- 
ondly, when legislatures are considering 
tax changes, business associations typi- 
cally bring forth wildly exaggerated 
propaganda about the effects of taxation 
on location, which many business men 
come to believe. When a bitter fight 
develops in a legislature over tax changes, 
and the “ liberals ” win, this is inevitably 
taken as anti-business action and a fac- 
tor lessening the business climate. When 
tax changes are pending, strategy moves 
become significant, as noted in an earlier 
section. Or, if a business firm finds it 
desirable to relocate, it may announce 
that the action is taken for tax reasons, 
in the hope of discouraging further tax 
increases. All of these actions tend to 
stir up the anti-tax attitude. 

The significance of the tax climate 
image in actual location decisions is dif- 
ficult to assess. Factory location experts 
regard it as one of considerable impor- 
tance, and point to specific examples 
such as the selection by a number of 
firms of sites on the Illinois rather than 
the Wisconsin side of the border for tax- 
climate reasons alone. As Fulton con- 
cludes in the paper cited above with re- 
spect to Michigan, “‘ Certainly a shift in 
Michigan’s tax impact away from busi- 
ness cannot prove anything but salu- 
tary; it should do much to improve the 
state’s “* business climate ”, the morale of 
its businessmen, and should increase the 
possibilities for industrial and economic 
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development and growth”.?> And yet 
it is obviously easy to exaggerate the in- 
fluence of this force. Some evidence 
that the tax reputation of a state and 
the use of corporate income taxes can 
not have dire results was given by the 
empirical studies noted above, and is 
shown by the following table, which in- 
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the ones with bad tax reputations, had 
the most rapid growth, and Illinois and 
Ohio, the two lowest tax states, had the 
lowest rates. All of the southern states 
except Florida have corporate income 
taxes, and yet all showed higher than 
typical rates of industrial growth in this 
period. High-corporate-tax Colorado 


TABLE I 
INDEX OF CHANGE IN VALUE ADDED By MANUFACTURE, BY State, 1954-58 
(U. 8. Average 100) 
Percentages Indicate 1958 State Corporate Income Tax Rates 








Low Tax States 
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Source: U. S. Department of Commerce, Area Development Bulletin, Feb—March 1960. 


dicates, for various states, the index of 
changes in value-added in manufactur- 
ing for the period 1954-58, expressed in 
terms of a U. S. average of 100. In the 
central industrial belt extending west- 
ward from Pennsylvania to Minnesota 
and Iowa, with the exception of Michi- 
gan (suffering in this period from de- 
cline in defense spending for wheeled 
vehicles and decentralization of the 
automobile industry) the high tax states, 


25 Taxes and Economic Growth in Michigan, op. 
cit., p. 75. 


(index 135), New Mexico (144), Ari- 
zona (185), California (118) and Idaho 
(113), also showed high figures, whereas 
noncorporate income tax and generally 
low tax Nevada (90) and Wyoming 
(93) were among the lowest in the 
country. Obviously many other in- 
fluences were at work, and comparison 
between regions or even between the 
widely diverse states of the far west are 
not very significant. But clearly the 
figures indicate that relatively low tax 
rates in themselves cannot protect a state 
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from declining relative growth when 
other factors are unfavorable, whereas 
high tax rates and bad reputations tax- 
wise appear not to have very significant 
effects in the opposite direction. 


Some Conclusions 


Out of this review come three general 
conclusions: 

1. On the basis of all available studies, 
it is obvious that relatively high business 
tax levels do not have the disastrous ef- 
fects often claimed for them. While the 
statistical analysis and study of location 
factors are by no means conclusive, they 
suggest very strongly that the tax effects 
cannot be of major importance. 

2. However, without doubt, in some 
instances the tax element plays the de- 
ciding role in determining the optimum 
location, since other factors balance. 
This is most likely to be the case in the 
selection of the precise site in a metro- 
politan area (property taxes being the 
ones of chief concern), or when a suit- 
able area for site location straddles a 
state border. But state and local taxes 
represent such a small percentage of 
total costs that the cases in which they 
are controlling cannot be very signifi- 
cant. 

3. The tax climate factor, as one ele- 
ment in the general business reputation 
or climate of the state, without doubt 
influences some location decision mak- 
ing, by causing firms to exclude certain 
states or urban areas from consideration. 
Again, these cases are probably not a 
significant portion of the total. 


Gresham’s Law of Location 


To the extent that firms are influenced 
by tax factors, a species of Gresham’s 
Law operates: these firms will tend to 
gravitate to the low tax cost areas. If 
these low taxes arise from actual econo- 
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mies in the provision of public services, 
the tax factor reflects a real economic 
factor and its influence does not distort 
location from the sites which are most 
economic. But if this is not the case, 
tax influences do exercise an undesirable 
influence, by leading firms to locate in 
places other than those which involve 
maximum efficiency in the use of re- 
sources. If, for example, the taxes re- 
flect a high level of community services, 
which the business firm does not take 
into consideration, or regards as unim- 
portant, or from a community decision 
that equity requires placing a higher 
portion of the over-all tax burden on 
business, the location influence of the 
taxes does distort the location pattern 
from the optimum. 

More serious is the effect on the de- 
velopment of tax structures of the belief 
of state legislative bodies about the in- 
fluence of taxation on location. The 
endless propaganda on the subject and 
the strategy-inspired announcements of 
business firms when tax changes are be- 
ing considered lead many legislators to 
exaggerate the influence of the taxes be- 
yond any effect which they may have. 
The result is a potential danger of state 
cutthroat competition, and more seri- 
ously in fact, a major obstacle to reform 
of tax structures. In terror of “ driving 
business out,” legislatures become un- 
willing to adjust taxes to levels necessary 
to meet the desires of the community 
for services, and to bring the tax struc- 
tures in line with popularly accepted 
ideas of equity in taxation. States 
which have made the adjustments sel- 
dom retreat from the changes, and find 
that losses in business activity are not 
great enough to be noticeable. But ef- 
forts of other states to improve their tax 
structures are seriously impeded. Not 
infrequently two adjacent states are 
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both in urgent need of tax reform but 
in each the main obstacle is the fear that 
industries will be lost to the other. II- 
linois and Indiana provide a good illus- 
tration.”* 


Locational Influences, Tax Reform, 
and Business Associations 


There is no simple solution to the 
problem of this obstacle to tax reform, 
as with most questions of public finance. 
Obviously increased centralization of 
tax collection at the federal level, with 
greater use of grants, shared revenues, 
etc., would lessen the problem, but is re- 
garded as objectionable by many persons 
in the interests of preserving state au- 
tonomy and other factors. Outright 
state agreements on tax structures and 
levels, as outlined by Floyd,’ are very 
difficult to attain in a governmental sys- 
tem characterized by separation of 
powers and constitutional restrictions on 
taxation. For each state to adjust its 
taxes downward on any industry where 
locational decisions are being influenced 
would tend to reduce all taxes on busi- 
ness to the least common denominator, 
contrary to popular views about equity 
in taxation. 

One important step toward a solution 
is a detailed exploration of the locational 
effects of taxation by state tax agencies 
and study commissions and various un- 
biased research organizations, such as 
university Bureaus of Business Research, 
in an effort to ascertain the actual effect 


26 The 1952 Indiana Tax Study Commission was so 
obsessed with this fear of Ohio and Illinois that it 
concluded its recommendations with emphasis on the 
following statement: “It is of the utmost importance 
to maintain Indiana’s tax position as compared to 
competing industrial states, and any adjustments in 
rate or structure must give this position first con- 
sideration.” (Report, p. 9.) The 1959 Indiana com- 
mission on state tax and finance policy took the same 
position. 


27 Effects of Taxation, op. cit., Chap. VII. 
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of taxation on location decisions. This 
work will not only suggest some modifi- 
cations where a particular tax system 
provides unusually severe burden on a 
certain industry, but is almost certain to 
explode the widely used arguments 
about the disastrous effects of taxes on 
location. Brazer has suggested, very ap- 
propriately, that further work in this 
field must stress motivational research, 
studying actual decision making influ- 
ences in various types of industries.*® 

A further very helpful influence 
would be that of a careful reconsidera- 
tion by major business associations, such 
as state chambers of commerce, manu- 
facturers associations, and the like, of 
the whole question of state-local taxa- 
tion. These organizations have tended 
to take rigid unyielding positions against 
use of any state corporation income tax 
in many states, or any increases in taxes 
affecting business, regardless of the cir- 
cumstances. In Illinois, for example, 
most business groups fight any change 
in the corporate franchise tax, even 
though at present it is merely nominal, 
and the general Illinois tax picture is 
such that a very substantial increase in 
business taxation would be possible with- 
out elimination of the state’s relatively 
advantageous tax situation and favor- 
able business climate. 


Such positions have several undesira- 
ble effects in terms of the groups directly 


involved. By blocking any increases, 
they may bring about recurrent finan- 
cial crises, such as those of Michigan, 
which can do more to harm the business 
reputation of a state than higher tax 
levels. There is always the danger of an 
impasse, “liberal ” groups resisting fur- 


28 H. E. Brazer, “t Taxation and Industrial Location 
in Michigan,” in Haber, Michigan Economy, op. cit., 
pp. 305-27. 
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ther sales tax increases until there is an 
adjustment in other levies. Also, re- 
sistance to the adjustments in state tax 
structures often leads to increased de- 
mand for aid for various functions from 
the federal government, even though 
the function can be most efficiently 
operated and financed primarily at the 
state level. Experience in the highway 
field gives strong evidence of the conse- 
quenccs when states, blocked by various 
lobbies from increasing taxes, fail to 
provide a level of services which a large 
portion of the community seeks. And, 
of course, the longer that the organiza- 
tions fight reasonable reform legislation 
instead of cooperating in a sensible pro- 
gram the greater become the pressures 
for a revolution in the tax system, with 
possible strong punitive anti-business tax 
legislation, with harm to all concerned. 
The question of the appropriate posi- 
tion of business associations on taxation 
is one not easily answered. Clearly, they 
have an obligation to their members to 
fight detrimental legislation; this is one 
of their primary functions. But pre- 
sumably, as representatives of the busi- 
ness community of a state, they also 
have an obligation to assume some re- 
sponsibility to the community as a 
whole, in working toward improved 
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governmental operations, provision of 
levels of services which reflect com- 
munity wishes, and a generally accept- 
able tax system. Rigid opposition to 
any tax reform which might increase 
the tax load of business, vigorous use of 
misleading and often deliberately fact- 
distorting propaganda and strong lobby- 
ing pressure can in the end not only in- 
terfere with the development of the 
state or community, but also build up 
substantial ill will which destroys the 
good business climate. Such organiza- 
tions may ultimately lose all influence on 
legislation, as has happened with various 
associations of this type at the federal 
level. These organizations appear at times 
to suffer from a malady which also af- 
flicts labor unions, farm groups and 
others, one which may be called organi- 
zationitis: determined to appear as vig- 
orous fighters for the interests of their 
members, they end up with positions far 
more extreme than the consensus of 
thinking on the part of their members 
as a whole, and hold rigidly to these po- 
sitions so as to avoid appearing to “ ap- 
pease their enemies ”—despite the fact 
that failure to be realistic and reasonable 
may in the end prove disastrous to all 
concerned. 





THE RETAIL SALES TAX IN SWEDEN 


MARTIN NORR * 


N JANUARY 1, 1960, thirteen 

years after repeal of a similar World 
War II tax, Sweden put a national re- 
tail sales tax back into effect. Its choice 
of a national retail sales tax is almost 
unique—in recent years only Norway 
had used such a tax.” But within a 
few months, Iceland followed Sweden.* 
France has a retail sales tax, the taxe 


locale, levied by the national govern- 
ment for the benefit of local govern- 
ment units, but the French tax, unlike 
the Swedish and Norwegian taxes, does 


* Martin Norr is a staff member of the Harvard 
Law School International Program in Taxation and 
an editor of its World Tax Series. He is the author 
(with Frank J. Duffy and Harry Sterner) of Taxa- 
tion in Sweden (World Tax Series, 1959) and (with 
Claes Sandels) of The Corporate Income Tax in 
Sweden (Stockholms Enskilda Bank, 1960). 

Mr. Norr wishes to express his thanks to Sten 
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of Finance; Hans R. Fridolin, chief, Retail Sales Tax 
Bureau, National Tax Board; and Dag Helmers, 
Swedish Federation of Industries, for invaluable help 
given during meetings in Stockholm in August 1960, 
and in subsequent correspondence. Mr. Fridolin is 
the author, with N. E. Aqvist and K. Edstrém, of 
Omsattningsskatten; Mr. Helmers is the author of 
Allman Varuskatt. Both books deal with the sales 
tax, and both have been useful in the preparation of 
this article. 

Lars G. Sandberg, Harvard °61 assisted in the 
translation of Swedish laws and materials. 


1KM fdérordning om allman varuskatt, SFS 1959: 
$07, 1 December 1959. In accordance with Swedish 
practice, the law is cited here as “ AVF.” 

The exchange rate is SKr 5.18 to the U. S. dollar; 
the purchasing power of the crown is generally 
thought to be higher than that ratio would indicate. 


2 J. F. Due, Sales Taxation (Urbana: University of 
Illinois Press, 1957), 261. 


3 By Law no. 10, 22 March 1960, and Regulation 
no. 15, 31 March 1960, Iceland adopted a 3 per cent 
tax on retail sales. 


not stand alone; it is part of France’s ex- 
tensive sales tax system which centers 
on the value-added tax. At the same 
time that Sweden was returning to a 
retail sales tax, France, interestingly 
enough, was proposing abolition of its 
own taxe locale, largely for the purpose 
of freeing “an important number of 
small retailers from their role as tax 
collectors.” * 

The Swedish tax is levied at the rate 
of 4 per cent on the sale of goods to 
consumers.® The tax is expected to yield 
about SKr 1,400 million a year, perhaps 
10 per cent of the national govern- 
ment’s total tax revenues. To compen- 
sate the less affluent taxpayers for this 
added burden, a slight reduction was 
made in the lower brackets of the na- 
tional income tax, and the tax-free child 
subsidy, paid to all parents without re- 
gard to means, was increased slightly. 
The impact of the tax on the consumer 
price index will mean a slight increase in 
social security pensions. These and re- 
lated measures are expected to cost about 


4 Projet de loi 1959 no. 227 (1st sess.) (Réforme 
Fiscale), p. 32. See also projet de loi 1960 no. 663 
(1st sess.) (Réforme des Taxes sur le Chiffre d’Af- 
faires). There is considerable opposition to the pro- 
posed French abolition of the retail .sales tax and it 
has not yet gone through. 


5 The tax applies to the sale of investment or pro- 
duction goods for use within a business as well as the 
sale of goods for personal consumption; as a result 
the last few months of 1959 were marked by a 
surge of pretax investment expenditure. For the 
story of Sweden’s inconclusive experiment with the 
“investment tax,” a tax on certain capital expendi- 
tures designed to brake investment during the infla- 
tionary boom of the 1950's, see World Tax Series, 
Taxation in Sweden, 4/5. 
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SKr 400,000,000 a year; the net increase 
in government revenues will then be 
about SKr 1,000 million a year. 

The tax law refers to the tax as the 
* general goods tax,” allman varuskatt. 
It is popularly known as the “ turnover 
tax,” omsdttningsskatt, the familiar 
* OMS.” In this article it will be called 
the “retail sales tax” or the “sales 
tax.” 

The tax rate of 4 per cent is applied 
to the price including tax, making the 
effective rate of the tax 4.17 per cent on 
the retail price exclusive of tax. The 
tax is expected to reach about 70 per 
cent of consumption in the private sec- 
tor, raising the consumer price index by 
about 2.9 per cent. In the light of the 
relatively low rate and Sweden’s high 
standard of living, the tax is not ex- 
pected to operate as a significant brake 
on consumption. 


Direct versus Indirect Taxation 


Between 1910—when Sweden adopted 
a permanent income tax system—and 
the decade of the 1950’s, the relative 
importance of indirect taxation declined 
steadily in Sweden. The ratio of indi- 
rect taxes to the total tax revenues be- 
came one of the lowest, if not the low- 
est, in the world.® But during the 
1950’s the trend away from indirect 
taxation slowed down. Recommenda- 
tions for greater reliance on indirect 
taxation began to be heard; the question 
of direct versus indirect taxation be- 
came “by far the most controversial 


6 See World Tax Series, Taxation in Sweden, 4/1.1 
and sources cited. Although the relative importance 
of indirect taxes had declined as the income tax be- 
came steadily more important, selective sales and ex- 
cise taxes were levied on such products as liquor, 
gasoline, automobiles, tobacco, electricity, fuel, cos- 
metics, and furs. These taxes are described in detail 
in Taxation in Sweden, Chapter 4. 
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matter in tax policy.” * 

Perhaps the revival of the sales tax 
marks the end of the controversy; indi- 
rect taxation may be the wave of the 
future in Sweden, even if only a rela- 
tively small wave. The Swedish Gov- 
ernment has recently appointed two of 
its celebrated expert committees to con- 
sider long-range changes in its tax sys- 
tem, one in the individual tax area, the 
other in the corporate. In his charge to 
the individual tax committee, the Fi- 
nance Minister suggested that it should 
make a “ general judgment as to the ex- 
tent to which indirect and direct taxa- 
tion should be used. The question that 
appears in the foreground is if and to 
what extent one should continue on the 
road of reducing direct taxation and in- 
creasing the system of indirect taxes.” 

Asserting that the previously “ nega- 
tive” attitude toward indirect taxes 
might no longer be warranted now that 
“ general equalization of income” had 
been accomplished and the standard of 
living of large segments of the people 
greatly improved, the Finance Minister, 
a Social Democrat, went on to say that 
““ strong reasons can be pointed out for 
basing a relatively greater part of our 
tax system on indirect taxation.”*° In 
any event, he said, the newly revived re- 
tail sales tax should be regarded as a 
permanent part of the tax system. 


7B. Hansen, The Economic Theory of Fiscal Policy 
(Cambridge: Harvard University Press, 1958), 260. 


8 Direktiven for de Nya Skatteutredningarna, 27 
Svensk Skhattetidning, 352, 355, 356 (1960). The 
Conservative Finance Minister of another European 
country made the same point somewhat more bluntly 
in a meeting with the author last summer. Now 
that Social Democratic elements had succeeded in 
“largely redistributing ” wealth, he said, the old ob- 
jection that indirect taxes “ picked the pockets of the 
poor” was no longer valid. The income tax had be- 
come a mass tax weighing on the poor as well as 
the rich, he argued, so that the poor were no worse 
off with indirect taxation than with direct. 
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Immediate Background 


An expert committee report in 1957 
suggested that if additional indirect tax- 
ation was desired, a single-stage sales tax, 
applied at either the wholesale or retail 
levels, would be preferable to such al- 
ternatives as a production tax, a value 
added tax, a turnover tax in cascade, or 
a tax on raw materials.® After two 
more years of consideration, the Gov- 
ernment finally proposed a sales tax in 
the fall of 1959.7 A general increase 
in government expenditures required 
more taxation, it stated; the additional 
funds could come from higher income 
taxes or by expanding the existing sys- 
tem of excise taxes on gasoline, liquor, 
tobacco and similar items. But the gov- 
ernment’s preference was for a sales tax, 
and it chose a retail over a wholesale tax 
as more neutral in its effect on the busi- 
ness structure and less complicated in 
administration, although involving more 
taxpayers. After considerable argu- 
ment—the opponents stressed the possi- 
bility of more economy, more loans, 
more excise taxes; almost no one sug- 
gested more income taxation—the sales 
tax passed the Riksdag by a narrow 
margin on 1 December 1959 and went 
into effect on 1 January 1960. 

The retail sales tax then became, at 
least to an extent, an issue in the regular 
Parliamentary election of September 
1960," but the Social Democratic Gov- 

9 Den Statliga Indirekta Beshattningen, SOU 1957: 
13. Six years earlier another expert committee had 
suggested the possibility of increased reliance on in- 


direct taxation. Den Statliga Direkta Beskatiningen, 
SOU 1951:51. 


10KM Proposition nr. 162 ar 1959, 9 October 
1959. 


11 See, for example, an Associated Press dispatch 
in The Christian Science Monitor, 19 September 1960 
(“Swedish Election Gives Approval to Welfare 
State”) listing the sales tax and a new pension law 
as “central issues during the election campaign.” 
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ernment which had sponsored the sales 
tax won the election by an increased 
margin. There is every indication that 
the new sales tax will continue indefi- 
nitely in force. 


Persons and Transactions Taxable 


The Swedish sales tax is a single-stage 
retail sales tax levied on any one in the 
business of selling goods or rendering 
service to consumers (AVF § 12). The 
tax is modeled after the retail sales tax 
of World War II, but there are two 
major changes, both for ease of admin- 
istration. First, the list of exemptions 
is much narrower. Second, the new tax 
is levied at a uniform rate of 4 per cent. 
The World War II tax, normally levied 
at § per cent, had used a differentiated 
rate of 20 per cent for luxuries, with a 
number of problems of definition re- 
sulting. 

A consumer is anyone who buys goods 
for purposes other than (1) resale or 
(2) for use as material in the produc- 
tion of goods for sale or in the rendition 
of taxable services. Under this defini- 
tion, a manufacturer, wholesaler or re- 
tailer may be a consumer for some pur- 
poses: the purchase by a manufacturer 
of capital, investment or producers’ 
goods not physically incorporated in his 
product—machine tools, for example— 
is taxable. 

In effect, the tax is on consumption 
and applies whether the consumer is a 
private individual, a business enterprise, 
or a national or local government unit. 

The tax also applies to “ self-con- 
sumption ”—the consumption by busi- 
ness firms of capital or investment goods 
produced by them, or acquired by them 
for purposes of resale but diverted to 
consumption: the statutory regulations 
cite as taxable the withdrawal by a 
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typewriter merchant of a typewriter 
from his inventory for use in his own 
office (Anv. till AVF § 12). Sales of 
food are not exempt; a food retailer is 
taxable on that portion of his purchases 
which he uses for his family needs, and 
a farmer is similarly taxable on the value 
of his own produce which he and his 
family consume.” 

While manufacturers, wholesalers, and 
farmers may thus be subject to sales tax 
in some circumstances, the obligation to 
pay the tax falls for the most part on 
retailers. The casual sale of personal 
property by an individual outside the 
ordinary course of business is not tax- 
able. A person selling taxable goods 
“only to a minor extent” is not tax- 
able; the regulations cite the example of 
a barber selling an occasional bottle of 
hair tonic (Anv. till AVF § 13). The 
National Tax Board has ruled that any 
person whose sales do not amount to SKr 
1,000 a year will be exempt as selling 
only to “a minor extent.” 


Services 


Personal services—those of doctors, 
lawyers, barbers, and beauticians, for 
example—are not taxable. The services 
of banks and travel bureaus are also not 
taxable. On the other hand, artisans 
and others performing services are tax- 


12 This rule has its counterpart in the income tax 
area: a farmer’s gross income for income tax pur- 
poses includes the value of his own produce consumed 
by him or his family. Local tax authorities in each 
region periodically publish estimates of the value of 
such consumption in the area; for example, SK 600 
per annum for each person over 16 in households 
using their own farm products (firewood and dairy 
products extra; see World Tax Series, Taxation in 
Sweden, 10/2.3). In general, the income tax valua- 
tion of self-consumption is used for sales tax pur- 
poses. 


13 Meddelanden fran riksskattendmnden, Series II, 
RN 7:2 (1960). 
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able if the work done (1) relates mainly 
to tangible goods of a taxable nature 
and (2) consists of manufacture or 
preparation to order, repair, mainte- 
nance, renting, cleaning, or, in the case 
of food, service for consumption on the 
premises (AVF §11). Since sales of 
real property and ships are exempt from 
the tax (see below) services rendered in 
connection with ships or real property 
are not taxable. The renting of apart- 
ments or hotel rooms, for example, is 
not a taxable service. A building con- 
tractor is not subject to the tax on his 
contract price; instead he is regarded as 
the consumer and the sale to him of 
building materials is taxable. As a prac- 
tical matter, the determination of 
whether services are taxable or non-tax- 
able under these rules seems to be raising 
no problems. 


Taxable and Exempt Goods 


Virtually every item sold for con- 
sumption is taxable; there are no exemp- 
tions for food, clothing, or other “ ne- 


cessities.” The sale of the following 
items is exempt (AVF § 10): (1) seeds, 
plants, fodder, fertilizer and insecticides 
sold to farmers or in other than retail 
quantities; (2) live animals (other than 
pets); (3) propellants and other fuels; 
(4) earth, sand, gravel, and stone; (5) 
ships (other than pleasure boats) and 
planes; (6) war material, sold to the 
government, of the kinds under export 
prohibition; (7) newspapers and certain 
free periodicals, and (8) drugs sold un- 
der prescription or to hospitals. 

Sales of real property, water, electric- 
ity and gas delivered through pipes are 
also exempt. Shares of stock, bonds, 
lottery tickets, gift certificates and simi- 
lar items whose market value exceeds 
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the intrinsic value of the paper on which 
they are printed are not taxable; the sale 
of paper to be made into such items is 
taxable. Used articles sold in the course 
of business—used typewriters sold by a 
dealer, for example—are taxable.** Ex- 
cept for war materials, there is no ex- 
emption for goods sold to the national 
and local governments. 

The narrowness of this list of exemp- 
tions is a product of Sweden’s World 
War II sales tax experience, when ex- 
emptions for food and some building 
materials raised border-line problems of 
definition and administration.” 

Nevertheless a major problem in sepa- 
rating taxable from non-taxable goods 
remains. Raw materials, semi-finished 
goods, and other items sold for inclusion 
as a part or component in a finished or 
improved product, or for consumption 
in a manufacturing process, are not tax- 
able. On the other hand, capital or in- 
vestment goods sold to a manufacturer 
for permanent use in his business—a 
machine tool, for example—are taxable. 
Between the two poles there is a gray 
area of items—notably in the category 
of supplies and small tools—which do 
not directly become components of the 
finished product but are nevertheless 
consumed within a fairly short time in 
the production process. In principle, 
items are to be taxed only once, and 
then on the sale to the final consumer. 
But who is the final consumer when an 

14 The sale of used cars by dealers was originally 
taxable, but the law was soon amended, effective 1 
May 1960, to exempt used cars. At the same time 
the special tax on the sale of new cars was increased 
so that net revenue to the government from transac- 
tions in cars would remain the same as it was before 


the exemption of used cars. SFS 1960:81, 82, 29 
April 1960. 


15 See Den Statliga Indirckta Beskattningen, SOU 
1957:13, p. 13. 
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automobile manufacturer buys abrasives 
or cutting oil, or a brewer or a dairy 
company buys cleaning materials? 

Swedish industry argued for a one- 
year test: any item bought by a manu- 
facturer which will be consumed or 
worn out in less than a year of normal 
usage should be exempt as material con- 
sumed in production.** The National 
Tax Board adopted instead a two-week 
test: any item bought by a manufacturer 
which, in his normal usage, will wear 
out or be consumed within two weeks 
is free of tax; any item which may 
be expected to last for more than two 
weeks is taxable.’7 Rulings involving 
many particular products and industries 
have been issued to ease application of 
this test. In the mining and engineering 
industries, for example, purchases of ex- 
plosives, acids, welding electrodes and 
galvanizing materials are exempt; pur- 
chases of certain drill heads and saw 
blades are taxable. In the paper and 
pulp industries, chemicals, glues, and 
dyes are exempt; barking tools, saw 
files, and chains for forest and river 
transportation are taxable. Such pack- 
aging and handling materials as alumi- 
num foil, milk and beer bottles, corks 
and bottle tops are tax free when bought 
by a manufacturer; gas cylinders, ad- 
vertising materials, and carts for self- 
service stores are taxable. 


16 In advocating the one-year test, the Swedish 
Federation of Industries had stressed the fact that the 
Organization for European Economic Cooperation 
(“A Standardized System of National Accounts,” 
1958, p. 69) defined “ goods included in asset for- 
mation” as “durable producers’ goods with an ex- 
pected average life-time of more than one year” and 
suggested that goods with a shorter anticipated life 
should be charged to current account. 


17 Meddelanden fran riksshattendmnden, Series II, 
RN 3:9, 4:9 (1960). 
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Rate and Base 


The tax rate of 4 per cent is applied 
to the retail price including the amount 
of the tax itself; as noted at the outset, 
the effective rate on the price exclusive 
of tax is thus 4.17 per cent. An item 
subject to one of Sweden’s excise or 
* point ” taxes—jewelry or furs, for ex- 
ample—is also subject to the sales tax 
on its full retail price including the 
amount of the excise tax.7® 

A retailer may include the tax in his 
price or bill it separately; in either event 
the tax base must include the tax itself. 
In the case of taxable goods withdrawn 
from a business or agricultural activity 
for consumption by the proprietor or 
farmer, the tax base is the value of the 
product in the region, increased by the 
amount of the tax (AVF § 15). 

In the case of restaurants, cafes and 
similar establishments serving food for 
consumption on the premises, taxable 
turnover is limited to either 60 per cent 
or 80 per cent of total turnover, de- 
pending on the circumstances (AVF 
§ 18.2). This rule is designed to exclude 
from the tax base that part of the es- 
tablishment’s price which represents the 
non-taxable fee for personal service as 
distinguished from the taxable charge 
for the food itself. In effect, prepared 
food sold in a restaurant for consump- 
tion on the premises is put on a par with 
prepared food sold by a shop for con- 
sumption off the premises; in the latter 
case the price includes no fee for any 
personal service element and hence is 
taxable in full. 


18 As exceptions to the rule that items subject to 
excise taxes are also subject to the sales tax, sales of 
electric power, gas, oil, fuel, and gasoline, subject 
either to the “energy tax” or the gasoline tax or 
both, are exempt from the sales tax. These taxes are 
described in detail in World Tax Series, Taxation in 
Sweden, 4/2.3, 4/2.6. 
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International Aspects 


The sale of goods for export is tax- 
free. Imports are taxable if brought 
into the country by anyone who would 
be regarded as a consumer of the item 
in question in the case of a domestic 
transaction (AVF § 68, Anv. till AVF 
§ 68). Raw materials, semi-finished 
products and components imported for 
resale or for further processing are not 
taxable. If an item is imported for con- 
sumption under circumstances which 
make it taxable, the tax base is value for 
customs purposes, increased by applica- 
ble customs duties and excise taxes, if 
any, and, as in the case of a domestic 
item, by the amount of the sales tax it- 


self. 


Ad ministration 


One of the most interesting aspects of 
the new sales tax is its administration: 
this has been turned over to the same 
agencies which administer the national 
income tax. These same agencies, more- 
over, also administer two other major 
taxes: the local income tax and the na- 
tional net wealth tax. But these agen- 
cies do not administer any of Sweden’s 
excise taxes other than the retail sales 
tax. A separate agency, the Control 
Board, handles the other excise taxes. It 
was thought that the income tax admin- 
istration, accustomed to dealing on the 
local level with a host of small taxpay- 
ers, could handle the retail sales tax with 
more efficiency and economy than either 
the Control Board, a small agency geared 
to deal with relatively few taxpayers, or 
a new agency set up especially for the 
purpose. 

The income tax administration is a 
decentralized organization based on the 
governmental structure of Sweden’s 
twenty-four counties and the City of 
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Stockholm (a separate administrative 
entity), and involving several thousand 
local assessment boards, largely com- 
posed of private citizens. Perhaps be- 
cause of the familiarity of these income 
tax agencies with the affairs of the tax- 
payers subject to the retail sales tax 
(about 170,000 in number), adminis- 
tration of the new tax seems to be 
working smoothly with no great in- 
crease in administrative personnel or 
cost. 

Each retailer or other sales taxpayer 
is required to register in his home county 
(AVF § 19). For taxpayers on the cash 
basis, tax liability arises when payment 
is received for the taxable goods sold or 
the taxable service rendered; for tax- 
payers on the accrual basis, tax liability 
arises at the same time that the cus- 
tomer’s liability to pay for the goods or 
services arises (AVF § 12 (3), § 16). 
Payment is required on a preliminary 
basis every two months: on or before 
March 18, for example, the taxpayer 
must file a preliminary return showing 
taxable and tax-free sales during the 
months of January and February, and 
pay the tax shown to be due. The re- 
turn, a brief document in the shape and 
size of an IBM card, also serves as the 
postal check by which payment is made. 

In the ordinary case the local assess- 
ment board makes reconciliation of the 
taxpayer’s final liability with his pre- 
liminary returns after the close of the 
year. Audit, if any is required, may 
cover national and local income taxes 
and the sales tax at the same time. 

Farmers who are taxed on the basis of 
self-consumption are not required to 
file the returns required of retailers; in- 
stead they indicate on their income tax 
returns the value of self-consumption, 
and the sales tax due is calculated and 
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assessed when the income tax is calcu- 
lated and assessed. 

Under an amendment to the sales tax 
law passed in July 1960, taxpayers 
whose taxable sales in any two month 
period (the period covered by each pre- 
liminary return) exceed SKr 4,000 re- 
ceive payment from the government for 
costs of collecting and paying over the 
tax.‘ Compensation consists of a base 
fee of SKr 15 plus 3 per cent of the tax 
due on that part of the turnover be- 
tween 4,000 and 30,000 SKr, 4 of 1 
per cent of the tax due on the turnover 
between 30,000 and 150,000 SKr, and 
4% of 1 per cent of the tax on the bal- 
ance of the turnover. The taxpayer de- 
ducts his fee from the tax otherwise due. 

In line with the basic policy of turn- 
ing sales tax administration over to the 
income tax administration, the jurisdic- 
tion of the National Tax Board (Riks- 
skattenadmnden) has been extended to 
the sales tax. The Board, founded in 
1951, is an agency of increasing impor- 
tance in Sweden.”? Its membership in- 
cludes representatives of business and 
labor as well as public officials. 

Until enactment of the retail sales 
tax, the Board had two primary func- 
tions: (1) to promote a “correct and 
uniform application ” of the tax laws by 
issuing general rulings for the guidance 
of tax authorities and taxpayers gen- 
erally, and (2) to provide a forum in 
which taxpayers may, after adversary 
proceedings, obtain advance rulings on 
the tax consequences of a proposed 
transaction. For purposes of the retail 
sales tax, the Board has its usual juris- 
diction to issue rulings of the two types 

19 SFS 1960:192, 3 June 1960. Tables permitting 


easy computation of the fee have been published by 
the National Tax Board, RN (Series, II) 1960, 5:4. 


20See World Tax Series, 
13/10. 


Taxation in Sweden, 
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just described (AVF §§ 71,73). In ad- 
dition, it has been given a third func- 
tion, limited to the sales tax. The Board 
may issue binding rulings, from which 
no appeal lies, determining whether the 
sale of specific items or classes of goods 
is or is not taxable (AVF §72): 
whether, for example, particular tools 
and supplies sold to manufacturers are 
taxable as investment goods or nontax- 
able as materials rapidly consumed in 
the production process. 

The Board has set up a separate bureau 
to handle sales tax questions. About 
fifty general rulings were published in 
the first six months after the tax went 
into effect; they involved such questions 
as the treatment of credit sales, the defi- 
nition of war materials, the demarcation 
of taxable services in such border-line 
areas as photography, laundry, adver- 
tising, and engraving, and the treatment 
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of freight costs.24 In performance of its 
other sales tax functions, the Board has 
also issued some advance rulings on the 
sales tax consequences of proposed busi- 
ness transactions and some binding rul- 
ings as to whether the sale of particular 
items was or was not taxable. 

With relatively few problems of ad- 
ministration, interpretation, or collec- 
tion, the retail sales tax seems to be 
working well in Sweden. This may not 
be a fair test; most taxes seem to work 
well in Sweden. The interesting ques- 


tion is whether the tax committees now 
studying long-range development of 
Sweden’s tax system will recommend a 
further expansion of indirect taxation 
in this stronghold of direct taxation. 


21See generally Meddelanden fran Riksskatten- 
amnden (RN), Series II. Series II rulings deal with 
the sales tax; Series I rulings relate to the income 
tax and other taxes within the Board’s jurisdiction. 





PROPERTY TAX EQUALIZATION IN WISCONSIN 


CLARA PENNIMAN * 


|S bl and continuing criticism has 
not eliminated the property tax 
nor much affected its importance as a 
local tax. Counties, towns, villages, 
and cities still find the property tax 
their most productive local tax source. 
State governments can extend the use- 
fulness of the local property tax (and 
perhaps also ease pressures on them- 
selves) by actions designed to improve 
its administration statewide.’ Elimina- 
tion of most tangible and intangible per- 
sonal property from the tax rolls reduces 
evasion and avoidance opportunities. 
Enlarged assessment districts, such as 
counties, make it easier to hire full-time 
competent local assessors and also in- 


crease the profitability of state technical 


* The author is an Associate Professor of Political 
Science and Director of the Public Administration 
Program at the University of Wisconsin. 


1 The literature on property tax administration and 
equalization is voluminous. Only a few items can be 
cited: U. S. Bureau of the Census, U. S. Census of 
Governments: 1957, “Vol. V, Taxable Property 
Values in the United States.” Washington, D. C., 
U. S. Government Printing Office, 1959; Frederick L. 
Bird, The General Property Tax: Findings of the U. 
S. Census of Governments. Chicago: Public Admin- 
istration Service, 1960; Federation of Tax Adminis- 
trators, Equalization Programs and Other State 
Supervisory Activities in the Property Tax Field; 
Preliminary Report. Chicago: The Author (Jan. 
1957); John A. Gronouski, “State Supervision of 
Property Tax Administration,” National Tax Journal 
X (June 1957), pp. 57-66 and pp. 148-157; G. H. 
Aull, “The Situation and Outlook for Property 
Taxation in the South,” National Tax Journal XII 
(March 1959), pp. 86-92; George W. Mitchell, 
“Using Sales Data to Measure the Quality of Prop- 
erty Tax Administration,” National Tax Journal, Vol. 
I (December 1948), pp. 330-340. John A. Gro- 
nouski, now Commissioner of Taxation in Wisconsin 
read this manuscript and made helpful suggestions. 


assistance. Competent state-wide equal- 
ization improves the equity of any state 
property tax and may provide a needed 
comparative measure for allotting state 
funds. 

Wisconsin has one of the simplest and 
most effective property tax equalization 
programs among the states. Its sim- 
plicity appears to confuse many tax 
scholars in appraising its effectiveness. 
The state makes no demands on local 
taxing units to adjust under or over as- 
sessment practices. Technically even the 
counties are not required to use the 
state’s figures for intercounty equaliza- 
tion. Yet state and local satisfaction is 
partly measurable by the fact that there 
are some 75 statutory uses of the state’s 
equalized assessments. 

Wisconsin’s equalization program, as 
is true throughout the states, grew out 
of the needs of the nineteenth century 
and, in part, this century when the state 
used the property tax as an important 
source of revenue. Then competitive 
undervaluation represented a profitable 
enterprise to the successful communities 
and counties. Town, village, city and 
county legislative bodies, executives, and 
citizens encouraged each other and the 
local assessor to assess property at less 
than full value. 

The competitive underassessment game 
had two or three rules to success. (1) 
Out-guess as many other community as- 
sessors as possible in the degree of local 
underassessment of property. (2) As- 
sure the part-time, usually inexpert 
county and state equalization bodies 
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that your community’s assessment was 
at least close to full value, if not ac- 
tually there. Examples of atypical 
property assessment and sale or the testi- 
mony of interested local citizens con- 
stituted “ proof.” The game was won 
if the equalization bodies gave substan- 
tial credence to your “ proofs” of high 
property assessment practices. Winning 
communities congratulated themselves 
on perspicacity and sophistication and 
saw no reason to examine ethics or long 
range consequences. After all, everyone 
else did it, they just were a little 
smarter. 

The decline of the use of the property 
tax by state governments in recent dec- 
ades has not eliminated the need for 
equalization. In states without a county 
assessment system, local government as- 
sessments must be equalized within each 
county for county property tax pur- 
poses. Many states still have at least a 
token state property tax that requires 
state-wide equalization. States continue 
to find property values or property tax 
rates desirable factors in formulas for 
granting state aids, sharing state taxes, 
placing debt limitations, and the like. 
The Wisconsin Tax Department re- 
cently listed 75 statutory provisions 
whereby the equalized full value prop- 
erty assessment or equalized full value 
property tax rate was applied. These 
statutory requirements included submis- 
sion of the equalized full value assess- 
ments to county boards for intra-county 
equalization, assessment of the state 
forestry tax of .2 mill, taxation of util- 
ity property on the basis of the average 


2 Statutory Uses of the State’s Full Value of Tax- 
able General Property (mimeo.) prepared by the Wis- 
consin Department of Taxation, Division of Admin- 
istration, May 11, 1960. 


183 


equalized full value assessments in de- 
termination of local government debt 
limits, and use of equalized full value 
assessments and full value tax rates in 
the calculation of state school aids. 


History of Equalization in Wisconsin 


Effective state-wide equalization of 
property assessments came gradually. 
Improvement of local property assess- 
ments has been a separate but related 
goal. A full-time state tax commission 
in the first decade of the twentieth cen- 
tury replaced the older inexperienced 
equalization board of ex officio state of- 
ficers.* Locally appointed county super- 
visors received advice and assistance 
from the state and worked with local 
assessors. The division of authority and 
continued dividends from successful 
competitive underassessment restricted 
the initial success of the local assessment 
program. In 1911 the tax supervisors 
became state employees, might have 
more than one county to supervise, and 
included income tax administration 
among their responsibilities. By 1933, 
legally and in practice, income and 
property tax administration were sepa- 
rated. The supervisors of assessment 
could devote full time to property tax 
problems. 

In the same years, the state ceased to 
use the general property tax as an im- 
portant revenue source. The state’s an- 
nual share of general property taxes de- 
clined from 12.3 per cent in 1910, and 
18.22 per cent in 1920 (unusually high 
as the result of a soldiers’ bonus) to 3.5 
per cent in 1930. Since 1931, the state’s 
annual levy has constituted less than 1 

3 The first state tax commission was established in 
1899, and within ten years through reorganization 


and a series of exceptional appointments it had be- 
come an outstanding tax agency. 
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per cent of the total general property 
taxes collected.* Communities thus lost 
much of their incentive for pressuring 
the state to accept their local version of 
** full value.” 

Other statutory. changes had impor- 
tant consequences for the equalization 
program. Since 1911, the law required 
the state’s full value assessment for the 
county to be part of the data laid before 
the county board when it acted as an 
equalization body. A state tax com- 
mission bulletin in 1929 carried the 
statement: 


In making this assessment (county full 
value) the county board is usually guided 
by the figures submitted to it by the as- 
sessor of incomes who prepares the figures 
under the direction and supervision of 
the Tax Commission.® 


Probably the description applied equally 
well for a decade or more earlier and the 


statement could have been “ the county 
board usually accepts.” In the last quar- 
ter century with only one slight excep- 
tion, every one of the 71 county boards 
has adopted the state’s assessment each 
year as the equalization base within the 


county.° The state has reinforced the 
probability of county acceptance of its 
assessments by the fact that any local 


4 The state’s general property tax in the last three 
decades has been a levy of .2 mill for a special state 
forestry fund. 


5 Wisconsin Tax Commission, The Taxes of the 
State and Its Political Subdivisions 1901-1928, Bul- 
letin #33, June, 1929, p. 3. 


6 One of the devices used to gain this adherence 
has been the practice, since 1933, for the state prop- 
erty tax supervisors to meet with each county board’s 
equalization committee and to review the valuations 
with the committee members. This meeting takes 
place prior to the district supervisor’s certification of 
his assessment to the State Tax Commissioner. In 
practice these are opportunities for opinion exchanges, 
explanations, occasional griping but only slight if any 
changes. 
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governmental unit finding itself ag- 
grieved by the county’s apportionment 
of taxes could appeal to the State Tax 
Commission or now, the Board of Tax 
Appeals, and then to the courts. The 
increasing quality of the Tax Commis- 
sion’s assessments tended to insure the 
success of appeals where the counties 
had accepted the state’s appraisal and to 
doom appeals where the county had not 
adopted the state’s figures. 


Full Value Assessment Procedure 


The state tax department staff mem- 
bers have well-seasoned practices for es- 
tablishing full value assessments and full 
value tax rates.’ The Wisconsin law 
and court decisions as well as state prac- 
tices have countenanced little sophistry 
as to the full value basis of assessments.® 
Men’s judgment of full value may differ 
and some leeway is required. But full 
value is market value in a sale between 
“an owner willing but not obliged to 
sell and a willing buyer not obliged to 
buy.” Both the department and the 
courts recognize that reported sales 
prices are not the only determiners of 
market value and that some properties 
are seldom, if ever, literally on the mar- 
ket for sale. Sales prices are an impor- 
tant factor in value, but appraisals based 
on a number of criteria condition the 


7 The director of the state property tax division of 
the Wisconsin Department of Taxation filed a sum- 
mary of department assessment and equalization prac- 
tices and procedures on March 27, 1956, with the 
Legislative Council Committee designated “To Study 
Present Process of Determining Full or Equalized 
Values of Property.” A few copies of this report, en- 
titled Report on Determination of Full or Equalized 
Values of Property, are available through the Wis- 
consin Legislative Council. 


8 Wisconsin Statutes, 1957, Sec. 70.575 read 
““ (state assessment) shall be the full market value of 
all general property of the state liable to state, county 
and local taxes in the then present year.” 
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full value assessment of other properties. 
The Wisconsin Statutes read, ‘‘ From all 
the sources of information accessible to 
it the department shall determine and 
assess the value of all property ...”° 

The property tax supervisor uses 
building permit data in communities 
where such exist, requires of each local 
assessor a list of new construction and 
demolition in his community, and se- 
cures from recognized appraisal com- 
panies material, labor, and construction 
cost trends. The department neverthe- 
less states that new construction is not 
always reported as provided by statute 
and may escape assessment until the field 
appraisal is made. Some local assessors 
neglect the reporting responsibility and 
apparently a few recognize this as a 
modern avenue to competitive under- 
valuation. 

Wisconsin property tax officials do 
not sample sales but rather secure infor- 
mation from the county register of 
deeds on all recorded property sales. 
Unless the evidence suggests the sale is 
not representative (e.g., a sale between 
members of a family where market 
value is not the only consideration), the 
property tax supervisor’s office sends a 
questionnaire to the grantor or grantee. 
The questionnaire attempts to verify the 
amount of consideration, whether any 
personal property was included within 
the sale, and whether any factor in the 
transaction makes the price untypical of 
the general market value of such prop- 
erty in the community. Unrepresenta- 
tive sales receive no further considera- 
tion in calculating full value assess- 
ments. 

Sales activities in real estate, even with 
the refinements indicated, do not just 


9 Tbid., Sec. 70.57. Italics added. 
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constitute a figure for mathematical 
calculation in the property tax super- 
visor’s office. Rather the sales data 
gathered serve the district staff in field 
appraisals to school their judgment as to 
market value. Under Wisconsin law, 
each district property tax supervisor's 
office is expected to rework all property 
assessments in the field every six years.’® 
Field appraisals attempt to identify and 
record factors that may increase or de- 
crease value of general residential and 
commercial land and improvements. 
Rental income is a factor in valuation of 
rental property. Reconstruction costs 
less depreciation may be established for 
properties not in the market and not 
rented. Manufacturing and commercial 
properties are usually inspected and in- 
come tax balance sheets and deprecia- 
tion schedules are used in appraisals. At 
the time of mass reappraisal, all proper- 
ties that have been included in sales data 
of the past three years are identified on 
plat maps. The assessors go out in the 
field and make an external examination 
of these properties. Later they return 
to make the mass appraisal block by 
block. In the case of commercial and 
industrial properties there is an exten- 
sive internal and external examination 
of the properties. It is these periodic 
mass field appraisals that constitute the 
base from which sales and other evi- 
dence of changing value trends, as well 
as increased or decreased property vol- 
ume, are calculated in the intervening 
years for annual full value assessments. 


10 One of the criticisms made of the Tax Depart- 
ment’s equalization procedures was that current staff 
limitations had precluded completion of mass field 
reappraisals for the whole state within the statutory 
six year period. The present cycle of mass reap- 
praisals averages about eight years. 
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The Wisconsin personal property tax 
through the erosion of statutory exemp- 
tions largely applies today to agricul- 
ture, business, and industry. The aver- 
age citizen seldom legally or practically 
owes or pays any tax on personal prop- 
erty. For the state to maintain esti- 
mates of full value assessments on tax- 
able agricultural, business, and industrial 
personal property entails more numer- 
ous problems than in the field of real 
property. Market values in general can 
be obtained with relative ease and as- 
surance. The more critical question is 
how much and what types of personal 
property are on hand on the state’s May 
1 assessment date. In the case of farm 
livestock, the local assessor’s inventory 
is accepted unless the state supervisor 
has evidence on which to differ." In 
the case of merchant’s and manufac- 
turer’s stock, the state supervisor for- 
wards to the local assessor the inventory 
filed by the business taxpayer with his 
state income tax. Adjustment is made 
to account for the differences in the in- 
come tax inventory date and the prop- 
erty assessment date. Combined with 
other available information, the adjusted 
inventories serve fairly well to enable 
state property tax supervisors’ staffs to 
value business and industrial personal 


property. 


Evaluation of Equalization Procedures 


Measuring the effectiveness of any ad- 
ministrative device frequently presents 
an array of possibilities, none of which 
fully satisfies. After all, if measure- 
ment were simple, most administrators 

11 Considerable attention is given at the state’s 
annual school for assessors to the problem of inven- 
torying and valuing agricultural livestock. Consci- 


entious local assessors have adequate guidance to 
achieve a high performance standard. 
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would have checked their own efforts or 
the governor or legislature would have 
done it for them. The legislature pro- 
vides for equalization to establish a 
state-wide standard of value that per- 
mits reasonably accurate comparison of 
property assessments and tax rates among 
state communities. The need for a com- 
mon standard of property valuation 
arises (1) from the multitude of local 
assessors with varying standards, (2) 
from the need to distribute state and 
county taxes or assistance in an equita- 
ble manner and, (3) the use of average 
full value rate in the taxing of utility 
property. How accurate are Wiscon- 
sin’s full value assessments? 

1. The following table simply shows 
that there is a substantial gap between 
what local assessors collectively assess 
real and personal property and what the 
state assessors assert the full value to be. 
The published reports further show: 
(1) the differences between local, real 
and personal property assessments and 
state full value assessments (together 
with local tax rate and the comparable 
full value tax rate) for each taxing unit 
of the state; and (2) the total for per- 
sonal property and real property by a 
series of classifications for each county 
of the state.’* 


12 Table 6 of the Tax Department bulletin, Prop- 
erty Tax, for example, annually reports by county 
the separate local and state assessments for real estate 
as a whole and for personal property classified by: 
cattle; sheep; merchants’ stock; manufacturers’ stock; 
leaf tobacco; logs and timber; steamboats, etc.; public 
utilities; machinery, tools and patterns; furniture, 
fixtures and equipment; jewelry; and all other per- 
sonal property. Department records not only show 
this detailed breakdown of personal property for each 
taxing unit but also include a breakdown of real 
property classified as residential; mercantile; manu- 
facturing; agricultural; swamp, cutover and waste; 
and timber with a further division of value of land 
and improvements by classes wherever applicable. 
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Locat Rear AND PersonaL Property ASSESS- 
MENTS AS Ratios or State Furr Valve 
ASSESSMENTS, 1948 THROUGH 1958 








Real Property Personal Property 
Ratio Ratio 





64.32 
63.82 
61.86 
60.42 
55.91 
54.92 


8131 
78.05 
78.39 
74.47 





Source: Wisconsin Department of Taxation, 
Property Taz, Bulletin issued annually by De- 
partment. 


2. Since the Bureau of Census 1957 
study, Taxable Property Values in the 
United States, dealt only with sales data 
comparisons with local assessments and 
the State Tax Department full value as- 
sessments include additional factors be- 
yond sales data, comparisons between 
the two were not attempted as a meas- 
urement of the Wisconsin equalization 
process."* The Census data do provide 
some evidence of the quality of local as- 
sessments in Wisconsin. Of the forty- 
six states with cities of 50,000 or more 
population for which the Census calcu- 
lated an intra-area coefficient of disper- 
sion from the median ratio of measur- 
able sales and assessments for nonfarm 
houses, only Wisconsin showed a coeffi- 
cient of dispersion for every such city of 


13 Acknowledgment should be made to Allen D. 
Manvel and Jacob B. Jaffee for a helpful discussion 
in the Census office and for some subsequent data 
provided by mail. As indicated above, additional con- 
sideration of the data and the problems convinced the 
author that detailed comparisons of the data would 
not serve satisfactorily as a standard for evaluating 
the full value assessments of the Wisconsin Depart- 
ment of Taxation. 


PROPERTY TAX EQUALIZATION 


187 


under 20 (in fact, under 18).** In the 
sample of all areas in Wisconsin, the co- 
efficient of dispersion was under 20 for 
72 per cent of the communities se- 
lected.* The coefficient of intra-area 
dispersion (in per cent) of the median 
area of this sample was 14.5. This lat- 
ter coefficient was lower than for any 
other state. Only Connecticut (74 per 
cent) surpassed Wisconsin (72 per cent) 
in the proportion of selected communi- 
ties with an intra-area coefficient of dis- 
persion of less than 20. This informa- 
tion, limited as it is, suggests that the 
equalization process in Wisconsin be- 
gins from a relatively good local assess- 
ment base and hence the equalization is 
likely to be improved. 

3. We earlier stated that the county 
boards carry out their duty to equalize 
property values among county com- 
munities for the purpose of determining 
their share of the county tax by apply- 
ing the state full value assessment. For 
more than 25 years, the county boards 
accepted the state’s full value assess- 
ments almost automatically. Resistance 
in 1959 and 1960 on the part of two 
counties has called attention less to flaws 
in the state’s general program than to its 
failure to complete mass reappraisals 
within the statutory six years. 

4. Occasional efforts to reduce the 
state’s role in the equalization process 
seem to stem from lack of understand- 
ing and seldom secure attention in the 
legislature. The 1957 committee of the 
Legislative Council (the first legislative 


14. S. Bureau of the Census. U. S. Census of 
Governments: 1957, “Vol. V, Taxable Property 
Values in the United States,” Washington, D. C.: 
Government Printing Office, 1959, Table 22, pp. 130- 
140. 


15 [bid., Table 19, p. 88. 
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inquiry or review of state equalization 
in some years) concluded that the State 
Tax Department needed some increases 
in field staff to keep up the mass ap- 
praisals of property in the field, but as- 
serted that: 


The practices and procedures of the de- 
partment are very carefully designed to 
establish the full value of all taxable 
property in each taxing jurisdiction. 
These practices included assessment ratio 
studies from a study of all obtainable 
considerations in real estate transaction. 
These are supplemented by mass appraisals 
by class of property by jurisdiction. In 
addition the department studies trends 
in building costs, land use, and other 
matters bearing on value. The depart- 
ment has a vast fund of information on 
the subject. There is no evidence that the 
department has knowingly or willfully 
established a recommended full value in 
excess of or beneath the actual full value 
of such taxable property. In fact, the 
evidence derived from actual reassess- 
ments demonstrates that where they have 
been made the resulting full market 
values have been very close to the state 
full values.?¢ 


The Wisconsin League of Municipali- 
ties had earlier testified in part: 


It is concluded by the legislative review 
committee of the Assessors Section of the 
League of Municipalities that the basic 
system used by the state in equalizing 
property values is sound and such limita- 
tions as exist are primarily caused by the 
limited staff and limited funds available.’* 


§. The commendation of the Legisla- 


16 Wisconsin Legislative Council, 1957 Repart, Vol. 
II. Madison, Wisconsin: The Author, March 1957, 
p. 158. 


17 Legislative Review Committee of the Assessors 
Section of the League of Municipalities, A Report to 
the Property Valuation Committee of the Legislative 
Council, July 12, 1956, p. 1. 
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tive Council committee in part stemmed 
from the evidence that local reassess- 
ments of property carried out by private 
assessing agencies supported the Depart- 
ment’s appraisals. The Department pro- 
vided the data to show that in the re- 
valuations or reassessments (representing 
about 1 of the state’s property value) 
by outside appraisers in 226 Wisconsin 
taxing districts between 1949 and 1956, 
the reassessments represented 100.70 per 
cent of the state’s full value assessment 
appraisal for the applicable year. One 
hundred seventy-three of the reassess- 
ments were within ten percentage points 
of the state’s full value assessments, 
where as only 16 were less than 90 per 
cent of the state’s full value and 37 were 
above 110 per cent."® The actual range 
was from 71.27 in one town to 129.33 
per cent in one village. More recently, 
for the years 1958 and 1959, 71 districts 
were reassessed by outside appraisers. In 
these years, the range was from 68.20 
per cent in one town to 126.72 per cent 
in another town. In total, 51 (or 63 per 
cent) of the 71 revaluations were within 
ten percentage points of the state’s full 
value assessments for these communities. 
Only 6 were below 90 per cent and 14 
were above 110 per cent.’® 


18 The Wisconsin Tax Department points out that 
17 of the reassessments which showed property above 
110 per cent of the state’s full value were in the north- 
ern, resort district area of Wisconsin. The field re- 
assessments uncovered a substantial amount of resort 
development that the local assessor had not reported 
and for which the state property supervisor had no 
records from building permits and the like. The 
state’s mass field appraisal had not been recent enough 
to identify the new building. Property Division, De- 
partment of Taxation, Report to Committee Created 
by Joint Resolution 84 Appointed to Study Present 
Process of Determining Full or Equalized Values of 
Property, March 27, 1956 (dittoed). 


19 Letter to the author from Forrest W. Gillette, 
Director, Property Tax Division, Department of Tax- 
ation. 
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Conclusion 


The property tax continues to pro- 
vide a major local revenue source, and 
state and local officials have a vested in- 
terest in shoring it up. Improved as- 
sessment practices could make it more 
palatable to many taxpayers. Good 
state equalization often brings improved 
local assessing, increases the equity of in- 
tergovernmental property taxation, and 
increases the value of equalized property 
assessments for a variety of needed state 
purposes. 

Wisconsin has had more than fifty 
years of experience in rather effective 
state-wide equalization. State tax de- 
partment personnel perform the equal- 
ization function through continuing ex- 
tensive use of sales data and mass ap- 
praisals. Evaluating the precise degree 


of effectiveness of the state’s equaliza- 
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tion program has not proved possible. 
The Census property valuation data of 
1957 indicate a relatively high quality 
of local intra-area assessments as a base 
for equalization. The conclusions of 
the Legislative Council Committee and 
of the Legislative Review Committee of 
the Assessors Section of the Wisconsin 
League of Municipalities, as well as the 
extensive statutory use of the state’s full 
value assessments, testify to the confi- 
dence of state and local citizens in the 
state’s equalization process. And finally 
comparison of the Department’s full 
value assessments with the appraisals of 
assessors specially hired by individual 
local governments support the general 
quality of the state’s equalization process. 
Further improvement seems to call for 
staff additions rather than major changes 
in method. 
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INTERNATIONAL ASPECTS 


ROBERT H. PARKS * 


Ht ring theory of tax incidence cannot 
be divorced from the theory of in- 
ternational costs and prices. And since 
tax incidence has an important bearing 
on both prices and capital formation of 
any nation, a realistic analysis would re- 
quire a comparative study of national 
tax structures. 

The specific thesis advanced here may 
be termed the differential theory of tax 
incidence (or absorption). The idea is 
as old, at least, as the Ricardian doctrine 
of comparative costs. Nevertheless, it 
can help to resolve the sundry albeit 
conflicting theories of tax incidence. 


THE DIFFERENTIAL PRINCIPLE 


Business Income Taxes 


Assuming unrestricted competition in 
world markets and abstracting from 


transportation costs, the differential 
principle states simply that taxes on 
business income cannot be shifted be- 
yond the limits imposed by prices of 
foreign competitors. [Illustrating by 
way of a highly simplified model (Table 
I), let it be assumed that the world price 
of an internationally traded good stands 
at 10 with foreign production costs each 
at 6, taxes at 2, and profits after taxes 
at 2. Assume further a normal return 
just sufficient to warrant risk of invest- 
ment at 33-1/3 per cent calculated by 


* The author is Assistant Director of Economic 
Research, Life Insurance Association of America. 


TABLE I 








I. Income Taxes 





C+T+S=e 
6+2+2 
6+3+1 


A (1) Open Foreign 
Competition ... 
(2) Open Domestic 
Competition .. 

B (1) Open Foreign 
Competition ... 
(2) Closed Domestic 
Competition ... 


6+2+2 
6+34+2= 





II. Consumption Taxes 





C+T+S=s= 
6+2+2 
6+2+2 


C (1) Open Foreign 
Competition . 
(2) Open Domestic 
Competition ... 
D (1) Open Foreign 
Competition ... 
(2) Closed Domestic 
Competition ... 


6+2+2= 10 
6+3+2=I11 





* All domestic production of internationally 
competitive goods is sold in foreign markets to 
avoid paying domestic consumption tax which 
is assumed to be higher than the foreign tax 
of 2. 

P= Prices 

C = Production Costs 

T = Taxes 

S = Profits 


S/C =2/3 = 334% = Assumed “ Normal Return” 


dividing profits after taxes by costs.’ 
Now if a given domestic economy in 
open competition with foreign nations is 
subject to identical production costs of 
6, but a higher tax of 3 rather than 2, 
then the domestic producers would be 

1 What is in fact deemed to be a “normal” re- 
turn may differ, of course, among producers in com- 


peting nations. Accordingly, these differences can 
manifest themselves in price differences. 
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subject to a differential tax load of 1. 
To sell at the world price of 10 would 
entail below-normal profits for the do- 
mestic producer of 1 instead of normal 
profits of 2. The limits to price shifting 
would be set at 10, the prices of foreign 
competitors. And the measure of ab- 
sorption for the domestic economy 
would be equated to its differential tax 
disadvantage. That is not to say that 
all domestic producers would be subject 
to the same degree of absorption since 
individual goods would be subject to 
different degrees of foreign competition. 
Individual elasticities of demand would 
bear on the determination of specific 
prices. But absorption in total for the 
domestic economy would be the equiva- 
lent of the excess tax load imposed on 
it.” 

Under these conditions, domestic pro- 
ducers could not avoid absorption. If 


they tried to sell at prices which covered 
the full domestic tax, they would lose 


markets and sales. . . the equivalent in- 
directly of absorption. If they should 
reduce prices to maintain competitive 
sales, they could do so only in the short- 
run. Either way, profits in the long- 
run would be insufficient to maintain 
existing capital intact or to attract new 
capital. Only if the domestic economy 
were subsequently able to demonstrate a 
differential advantage in production 
costs at least equal to its differential dis- 
advantage in taxes could it manage even 
to offset absorption. 

Of course, producers within a given 
economy might be unable to shift any 
part of the tax even though they are 
assumed to enjoy a differential advan- 
tage in taxes. That is, the tax advantage 

2 The excess tax load might be defined as the dif- 


ference in the ratios of taxes to production costs. In 
our illustration, it would be 3/6 less 2/6 or 1/6. 


191 


may conceivably be more than offset by 
a differential disadvantage in productive 
efficiency and unit costs. 

If a “ closed ” rather than an “ open’ 
domestic economy is assumed but with 
unrestricted or “open” competition 
among nations comprising the rest of 
the world, the differential principle as 
applied to business income taxation 
would not hold. The principle is il- 
lustrated in the table under “ B ” which 
assumes again a tax of 3 on domestic 
producers as compared to 2 on foreign 
producers with production costs given 
at 6 each. Under these conditions the 
domestic price would rise to 11 if a 
normal return is to be earned. This 
would require that the entire domestic 
tax of 3 be shifted, including the dif- 
ferential tax load of 1. The absence of 
competition from foreign producers 
weuld make the full shift possible. And 
the differences in domestic prices and 
foreign prices of 1 would be just 
equated to the differential tax load. 


> 


Commodity or Property 
Taxes on Business 


Commodity or property taxes im- 
posed on business have essentially the 
same effects as business income taxes. li 
producers of a given economy are sub- 
ject to a differential tax load compared 
to foreign competitors, they would be 
obliged to absorb the difference. And 
for long-run purposes it would seem to 
make little difference whether the taxes 
enter directly as a component of costs, 
as in commodity or property taxes, or 
as a subtraction from gross profits, as in 
income taxes. True it is that property 
taxes ordinarily represent a fixed com- 
mitment in the short-run independent 
of the volume of activity and profits, 
unlike commodity or income taxes. But 
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this legal commitment hardly negates 
the economic requirement that all of 
these taxes be covered out of income if 
long-term normal profits are to be 
earned.® 


Consumption Taxes 


With one major qualification ex- 
amined below, it might be argued that 
domestic consumption taxes need not 
enter into the gross prices of goods sold 
by domestic exporters in foreign mar- 
kets. Thus if it be assumed that an open 
domestic economy be subject to higher 
consumption taxes than foreign com- 
petitors, domestic producers may be en- 
couraged to shift their sales to foreign 
markets. And domestic consumers, in 
the attempt to avoid higher consump- 
tion taxes at home, will tend to buy 
abroad. Further, it would make little 
difference to domestic consumers 


whether the goods were produced at 
home or abroad. 

The principle is illustrated under 
““C ” in which it is assumed that foreign 
nations impose lower consumption levies 


than the domestic economy. If the 
foreign levy is 2 again with identical 
production costs for all producers, the 
effect of the tax is to shift the market- 
ing of goods abroad. The shift is a 
physical one, however, since domestic 
exporters could still produce at home 
and sell abroad on a price competitive 


3 Undoubtedly, producers may find some relief 
from a heavy tax load to the extent they can secure 
government contracts. But this possibility hardly 
contradicts the differential principle under the as- 
sumption of competitive markets. Governments can 
and do buy in varying degrees in competitive world 
markets. They buy steel, chemicals and drugs, heavy 
machinery, and even military equipment. Accord- 
ingly, the individual producer or even the individual 
industry may find it quite unrealistic to assume that 
higher tax bills will be offset by government orders. 
The orders may simply go abroad. 
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with foreign producers except, of course, 
as ruled out by transportation costs or 
other legal barriers to free commerce. 
And in principle the shift is exactly the 
same thing that takes place when, for 
example, a local consumption tax is im- 
posed within a given city or county. As 
long as the tax is imposed at the point 
of sale the local officials may have real 
difficulty in keeping local residents from 
buying across city or county lines. 

This distinction between business 
taxes and consumption taxes could be 
significant to domestic producers who 
export in large volume. The argument 
is that any differential advantage in 
business income taxes, assuming open 
competition, would afford them a dif- 
ferential advantage in pricing in both 
domestic and foreign markets. But a 
differential load in consumption taxes 
imposed by the domestic government 
would not put domestic producers at a 
disadvantage either in their home mar- 
ket or in foreign markets. They would 
not be penalized in their own market if 
it is assumed that sales of foreign goods 
are subject to the same domestic con- 
sumption tax. Nor would they be 
penalized in foreign markets as long as 
their sales there were subject to the same 
consumption taxes imposed by foreign 
governments. 

The major qualification to this argu- 
ment is that consumption taxes may in- 
directly get into operating costs and 
lead to a secondary rise in prices, even 
of export goods. Thus let it be assumed 
that a domestic economy be subject to a 
broadly based consumption tax. To the 
extent that the taxes cut into real in- 
comes, labor may seek higher money 
wages as an offset. Whether they are 
successful or not would depend upon 
their market power relative to other 
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groups, and this will differ among dif- 
ferent nations. But the principle is 
clear, nevertheless, that a rise in pro- 
duction costs may arise out of pressures 
by labor to maintain real purchasing 
power. And once the market power of 
organized labor is taken into account 
the clear-cut distinction between con- 
sumption taxes and business taxes fails 
to hold . . . insofar as their ultimate eco- 
nomic effects are concerned. The con- 
clusion one must reach is that any net 
advantage of consumption taxes over 
business taxes to exporters is one of de- 
gree rather than kind. Both taxes may 
ultimately get into the costs, hence the 
prices, of export goods. . . limited al- 
ways by the prices charged by foreign 
competitors. 

If a closed domestic economy is as- 
sumed, consumption taxes could be 
shifted in full (illustration “‘D”) just 
as in the case of business income taxes 
(illustration “B”). And the differ- 
ential in taxes would manifest itself in 
a differential in prices rather than in a 
differential in absorption. 


Personal Taxes on Income 
and Property 


Personal taxes on income and prop- 
erty are usually argued to be non-shift- 
able. This is questionable since the view 
is usually expressed in terms of the in- 
ability of the individual to offset the 


tax. But what the individual may or 
may not do is largely irrelevant once 
power blocs are admitted into the analy- 
sis. The point has already been made 
that labor may seek higher wages as an 
offset to a decline in real incomes 
brought about by a boost, for example, 
in consumption taxes. It is reasonable 
to assume that similar pressures may be 
exerted to offset a rise in personal taxes 
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on income. And if personal income 
taxes cut back property returns below 
normal, similar pressures will be ex- 
erted by capital to raise prices. But 
again the extent of the possible rise in 
prices is limited by foreign competition. 
Accordingly, the only portion of per- 
sonal taxes which one can really be sure 
is not shiftable, other things equal, is 
the differential load as compared to 
foreign nations.* 

Even if it were true that personal 
taxes were non-shiftable, the taxes 
nevertheless cut back on either con- 
sumption spending or private saving. 
And since savings are normally invested 
in capital goods, it becomes important 
to measure the differential in personal 
tax loads among countries. It becomes 
important also to compare the degree of 
progression in national tax structures 
since it is known that the higher income 
groups account for the great bulk of 
private saving and capital formation.° 


IMPLICATIONS OF THE DIFFERENTIAL 
THEORY 


Conflicting Theories of Tax Incidence 


In regard to the corporate income tax, 
the traditional text-book view, under 
the assumption of a competitive market, 
is that the tax is absorbed in the short- 
run and shifted in the long-run. But 
Thompson and Silberman argue that 
“Contrary to a lot of thinking, corpo- 
rations have not been able to pass the 


4It is sometimes argued that a rise in consumption 
taxes may fail to convey as much of a decline in real 
income, psychologically, as a comparable rise in per- 
sonal income taxes. The illusion of not being hurt 
so much may lead to less pressure to secure offsetting 
boosts in money wages. 


5 See for example: Robert J. Lampman, “ The Dis- 
tribution of Wealth According to Estate Tax Re- 
turns,” The Study of Economic Growth, Thirty- 
ninth Annual Report, National Bureau of Economic 
Research, May 1959, p. 40. 
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TABLE II 


Tax Recerprs AND OTHER CurRENT REVENUE OF GENERAL GOVERNMENT IN 1957 
AS A PERCENTAGE OF Gross NaTIONAL Propuct 








Net 
Current 
Transfers 
from (+) 
or to (-) 


Income 
Social 
Security Indirect 
Contri- Taxes 
butions 


Direct Taxes 





from 
Country? P voperty Total 
Entrepre- 


House- Corpora- 


holds tions Total 


neurship Abroad 





Austria 

Finland 

Western Germany .. 
Luxembourg 
Netherlands 
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Belgium 


Japan * 
Greece 
Portugal 
Spain 
Switzerland 


0.2 
-0.2 
-1.0 


35.6 
35.4 
35.3 
33.3 
32.2 


318 
31.2 
30.7 
30.2 
29.2 


26.4 
26.2 
258 
25.3 
22.8 


20.3 
20.2 
18.5 
17.1 


-0.1 
-0.5 
-0.1 
-0.2 
-0.1 
-0.1 
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05 
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* Total government receipts expressed as a percentage of gross national product are listed in 


descending order. 


*Income from property and entrepreneurship and net current transfers not listed here. But 
small amounts make little difference to percentage values calculated. In any case, even if in- 
cluded, the total of receipts so calculated would fall below the figure shown of 26.4 per cent. 

* Social Security taxes included here under direct taxes on households. 


*Same as ® above. 


~Sources: Except noted below, all values taken from: United Nations, Economic Survey of 
Europe (1959), Ch. V, p. 9, Table 4, Geneva, 1960. 


U.S.A. values based on data from U. S. Dept. of Commerce, Survey of Current Business 


(Feb. 1960), p. 16. 


Japanese and Canadian values based on data from United Nations, Yearbook of National 


Accounts (1958), pp. 41 and 131. 


tax on as higher prices. . . .”® On the 
other hand, Terborgh contends that 
there is “. . . evidence of substantial 
shifting.” * Holland, in his calculations 


6E. T. Thompson and C. E. Silberman, ‘ Can 
Anything Be Done About Corporate Taxes,” Fortune 
(May 1959), p. 123. 


7G. Terborgh, Effect of the Corporate Income Tax 
on Investment, Machinery and Allied Products Insti- 
tute and Council for Technological Advancement 
(1959), p. 9. 


of the double tax burden on corporate 
shareholders simply assumes, explicitly 
at least, that the corporate income tax is 
absorbed out of corporate profits.® The 
Chamber of Commerce of the United 
States, failing to make any distinction 
at all between corporate income taxes 
and consumption taxes, insists that the 

8D. M. Holland, National Bureau of Economic 


Research, The Income Tax Burden on Stockholders 
(1959), p. 95. 
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tax is shifted, that “. . . in the long-run 
the corporate tax finds its way into the 
cost-price structure, so that the corpo- 
rate income tax is, in effect, a sales or 
an excise tax.” ® 

The common difficulty with these 
studies is that little or no attention is 
paid to comparative tax and cost struc- 
tures among nations. And with the 
exception of the rigorous and scholarly 
work of Holland, the others mentioned 
fail to develop convincing statistical 
support for their conclusions. Specifi- 
cally, Thompson and Silberman, and 
Terborgh, fail to explain how they 
could possibly separate out statistically 
the effects of the corporate tax on cor- 
porate profits from the effects of com- 
petition, labor costs, technological 
change, government spending, and a 
thousand and one other forces which to- 
gether determine the level of profits. 


That is not to say that they do not 
recognize the statistical difficulties since 
they make explicit mention of them but 
then, as is so often the case, they pretty 
much abstract from these difficulties in 


the final statement of conclusions. The 
Thompson-Silberman thesis is that the 
corporate tax must have been absorbed 
on the grounds that corporate profits 
have shown a decline as a percentage of 
the value of corporate output. Ter- 
borgh’s thesis is that the tax must have 
been largely shifted in view of the evi- 
dence that corporate profits expressed as 
a percentage of equity investment have 
remained roughly unchanged in the 
postwar years as compared to earlier 
years. The arguments will surely con- 
tinue without resolution as long as inter- 
national cost-tax structures are ignored. 

® Chamber of Commerce of the United States, Eco- 


nomic Intelligence, Vol. XIII, No. 8 (August 1960), 
p. 2. 


THEORY OF TAX INCIDENCE 


195 


Extent and Timing of Price Shifting 


If the differential principle as applied 
to business taxation is correct, then both 
the extent and the timing of price shift- 
ing (or absorption) of any nation is de- 
pendent fundamentally on the degree of 
competition faced. ‘‘ Short-run” and 
“long-run ” have little meaning out of 
this context. An open economy with 
little effective competition from for- 
eign nations should be able to shift easily 
and quickly. But if competition should 
increase rather than decrease over time, 
shifting would become progressively 
more difficult. And it would be quite 
unconvincing under these assumptions 
to hold, as does the traditional theory, 
that the tax is absorbed in the short-run 
but shifted in the long-run. Just the 
reverse could be true, as more and more 
American businessmen would be quick 
to point out.’° 


EMPIRICAL APPROACH 


Comparative National Tax Structures 


As already argued, it would be un- 
wise to offer final conclusions on tax in- 
cidence through a statistical examination 
of national tax structures. The present 
statistics are not very good and the in- 
ferences made from them may be of the 
same order. Nevertheless, some tenta- 
tive observations can be made on the 
basis of some recent work carried on by 
the United Nations and the Organiza- 
tion for European Economic Co-opera- 


10 In most careful treatises in taxation, the terms 
“ short-run” and “long-run” are defined to refer 
to operational rather than historical time. The 
former abstracts from technological change and ordi- 
narily embraces a “ closed” system. Undoubtedly, a 
great deal of the confusion regarding tax incidence 
stems from a confusion of the operational concept 
with the real historical world of change and interna- 
tional competition. 
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tion. They have made data available 
which serve to make a rough compari- 
son of national tax structure on an inter- 
nationally comparable basis (Tables II 
and III). 

A mixed picture emerges from the 
data. On the one hand, the United 
States does not appear to be operating 
under a tax disadvantage relative to 
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tially higher percentages. Japan, how- 
ever, stood at only 20.3 per cent but 
there is some real question as to whether 
welfare taxes have been fully included 
in its estimate. 

On the other hand, the United States 
stands high on the list in terms of direct 
income taxes on corporations expressed 
again as a percentage of gross national 


TABLE III 
Tax Recerpts aNp OTHER CurRRENT REVENUE OF GENERAL GOVERNMENT IN 1957 
PERCENTAGE DISTRIBUTION 








Income Net 
from Current 
Property Transfers 
from (+) 
or to (-) 
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Contri- Taxes and 
butions Entrepre- 


Direct Taxes 
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Sources and footnotes: Same as Table II. 


most other nations—provided the cri- 
terion used is total tax receipts and other 
current revenue of general government 
expressed as percentages of gross na- 
tional product. In 1957 United States 
stood at 26.4 per cent while Western 
Germany, the United Kingdom, and 
several other nations showed substan- 


product (4.8 per cent). And if total 
direct taxes on both corporations and 
households are related also to gross 
product, the United States stands near 
the top of the list (14.5 per cent) ... 
along with Finland (14.7 per cent), 
Norway (14.6 per cent) and Sweden 
(17.5 per cent). 
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CONCLUDING NOTES 


Assuming a competitive world econ- 
omy, the theory of tax incidence must 
give explicit attention to the differences 
in tax and cost structures among na- 
tions. The failure to do so leads only to 
interminable and sterile argument. 

Any nation subject to a differential 
or extra tax load in the form of business 
taxes would be required to absorb the 
difference out of profits and savings. 
And unless the differential disadvantage 
in taxes be offset by a differential ad- 
vantage in productive efficiency and 
unit costs, it could not generate a 
normal flow of profits sufficient to main- 
tain existing capital investment intact 
or to attract new capital. 

But consumption taxes imposed at the 
point of sale may not enter into the 
gross prices of goods which domestic 
producers sell in foreign markets. That 
is, to some extent both domestic pro- 
ducers and domestic consumers could 
shift their marketing activities away 
from the domestic economy and thereby 
avoid the consumption tax. And they 
will tend to do so if domestic consump- 
tion taxes are high relative to other na- 
tions. This is the basis for the argument 
that consumption taxes do not penalize 
domestic exporters so much as direct 
business taxes. But no rigid distinction 
between the two taxes can be made to 
the extent that consumption taxes in- 
directly bring about higher costs, hence 
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prices, as labor tries to offset them by sc- 
curing higher money wages. Hence it 
can be seen that the theory of tax inci- 
dence cannot be divorced from a con- 
sideration of the degree of market power 
exercised by economic classes within na- 
tions. 

Contrary to the traditional argu- 
ments, personal income and property 
taxes may also be shifted to some degree 
as determined by the relative market 
power of economic classes . . . and 
limited always by the prices of foreign 
competitors. To the extent they are 
not shifted, they still cut back on both 
consumption and saving. Hence it is 
important to compare the differential 
in personal tax loads among nations. 

The United States does not appear to 
be at a tax disadvantage relative to most 
foreign nations—provided total taxes 
expressed as a percentage of total output 
is accepted as a meaningful test. It 
does place somewhat greater emphasis 
on direct income taxes rather than con- 
sumption taxes, and could possibly be at 
some disadvantage in this regard. 

Patently, the tax posrtion of a nation 
is but one element in the evaluation of 
its competitive status in world markets. 
For example, differences in tariff struc- 
tures, quotas, and other obstacles to free 
commerce also bear directly on the 
strength of competition and, accord- 
ingly, on tax incidence. But these mat- 
ters are beyond the scope of this study. 





INCOME TAXATION IN THE FEDERATION 
OF MALAYA 


MILTON C. TAYLOR * 


RECENT article in this journal de- 
velops the political, economic, and 
administrative considerations involved 
with respect to the role of income taxa- 
tion in lesser developed nations.’ Al- 
though some doubts are raised as to the 
political and economic arguments justi- 
fying income taxation in these countries, 
the principal reason why the author 
takes a rather minimist view of the role 
of an income tax appears to be the in- 
hibitions which prevent adequate levels 
of compliance and enforcement. That 
there are pervasive administrative con- 
siderations that restrict the development 
of an income tax in lesser developed 
countries is an unavoidable fact of life, 
and the author is unquestionably right 
in concluding that “extensive reliance 
on income taxes or other ability to pay 
measures is a social and economic luxury 
which the lesser developed nations of 
the world cannot yet afford.” ” 
At the same time, however, it should 
not be inferred from this article, as it 
could be, that the income tax, at least 


* The author is a Professor of Economics at Michi- 
gan State University and recently served as tax ad- 
visor to the Vietnamese Government. Research for 
the article was undertaken during an informal visit in 
1959 to the offices of the Comptroller General of In- 
come Tax for the Federation of Malaya. 


1 David B. Shirley, “Income Taxes for Lesser De- 
veloped Nations? ”, National Tax Journal, September, 
1959, pp. 265-9. 


2 Ibid., p. 269. 


because of its administrative difficulties, 
must be relegated to a minor and incon- 
spicuous role in the tax systems of lesser 
developed countries. Support for this 
contention is that there are several lesser 
developed countries of the world in 
which the income tax plays a rather im- 
portant role and where a creditable and 
enlightened administrative effort is per- 
formed. The Federation of Malaya is a 
case in point. A review of the income 
tax system in this country, therefore, 
may serve as a source of encouragement 
for those who want or need some spirit- 
ual restoration for their bias in favor of 
income taxation, even in lesser developed 
nations. 

Support for the revenue importance 
of the income tax in Malaya may be 
found in the data presented in Table I. 
Although custom duties are the domi- 
nant source of government revenues, 
representing 70.5 per cent of total col- 
lections from duties, licenses, and taxes 
in 1958, the income tax is in second 
place with 20.0 per cent. This is all the 
more noteworthy in view of the fact 
that the Malayan income tax has been 
in effect only since 1948. 

Certain operating statistics for 1958 
also demonstrate the over-all strength of 
the Malayan income tax. Companies 
bear the major burden of the total 
amount of income tax assessed, amount- 
ing to 74.1 per cent as compared to 24.6 
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per cent for individuals. However, the 
tax is relatively broad-based, with 39,- 
275 assessments being attributable to in- 
dividuals out of total assessments of 42,- 
036. Assessments are also borne in the 
most part by the indigenous population, 
for there were only 6,891 individual 
non-Asian assessments. The cost of col- 
lections for inland revenue in 1958 was 
1.88 per cent of the amount collected. 
These statistics may be viewed in the 
context of a country with a population 
of 6.3 million, but one which is basically 
underdeveloped and oriented toward 
agricultural and extractive industries. 


TABLE I 
REVENUES FOR THE FEDERATION OF MALAYA, 
Catenpar YEAR 1958 
(In Federation of Malaya dollars) 








Source Collections’ 





Licenses 
Inland revenue: 
(1) income 
(2) estate 
(3) business 
registry . 
(4) stamp offices 


, ,000 
42,210,420 


$118,796,391 
4,387,815 


186,214 


1,626,942 124,997,362 


$593 ,941,782 





*Collections shown for inland revenue are 
final while those for customs, excises, and li- 
censes are revised estimates. 

Source: Department of Inland Revenue, Fed- 
eration of Malaya. 


Characteristics of the Tax 


The Federation of Malaya follows the 
British method of withholding in order 
to resolve the problem of unneutrality 
arising in an income tax system which 
taxes both earnings to the company and 
dividends received by the stockholder. 
A tax at the company rate of 40 per 
cent is withheld from dividends, the 
company normally accounting for the 
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tax withheld by a payment from the 
profits out of which the dividends are 
paid. There is also withholding of the 
tax at the rate of 30 per cent at the 
company level on income payments to 
nonresidents. In each of these two cases 
of withholding, the net tax payable by 
the recipient of the dividends and in- 
terest may be considerably less than the 
tax withheld, in which case the differ- 
ence between the true liability and the 
tax withheld is repaid to the taxpayer. 
In this way, the avoidance of double 
taxation of company-earned profits is 
insured and the Malayan income tax is 
a fully integrated tax.* 

At the individual level of taxation, all 
income is taxed at the same rates. These 
rates are progressive through the range 
of 6 per cent on an income of $2,500 to 
a maximum of 45 per cent on an income 
in excess of $55,000. Personal exemp- 
tions, revised in 1960, are $2,000 for 
single persons or the head of a household 
and $1,000 for a wife. An exemption 
is allowed for only one wife, although 
Malayan law permits plural marriages. 
Exemptions for children follow de- 
clining amounts: $750 for the first 
child, $500 for the second and third, 
$300 for the fourth and fifth, and no 
allowance for over five. 

Among the deductions allowed, the 
principal one is for contributions to 
pension funds and life insurance up to 
$4,000 or one-sixth of gross income, 
whichever is less. Donations to ap- 
proved institutions are also allowable as 
deductions without limit. Approved 

3 This problem of double taxation of company 
earnings has been resolved only partially and imper- 
fectly in the United States by a dividend credit in 
the Revenue Act of 1954, which provides for an ex- 
clusion of $50 of the first $50 of dividends received 


by a stockholder and a 4 per cent credit on additional 
dividends. 
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institutions include building funds for 
schools, scholarship funds, donations for 
the relief of public distress and for the 
support of hospitals and research insti- 
tutions. 

An important and unique feature of 
tax payments on the part of individuals 
is “ voluntary ” withholding of the tax 
on wages and salaries. Although the 
law provides that withholding may be 
imposed by the Comptroller in certain 
cases in which employees neither pay in 
full nor offer to pay the tax in install- 
ments, the vast number of persons re- 
ceiving salaries and wages are not legally 
subject to withholding. Nevertheless, 
about 90 per cent of persons receiving 
wages and salaries have requested with- 
holding voluntarily. Withholding on 
wages and salaries in Malaya is, there- 
fore, actually a system of voluntary in- 
stallment payment. Persons receiving 
wages and salaries are provided under 
the law with the right of having this 
method of tax payment, at their own 
volition. Persons receiving income in 
the form of profits, however, do not 
have a similar right, although they are 
occasionally allowed to pay in install- 
ments by administrative discretion. 

These tax deductions at the source 
represent current payment because of 
the nature of the assessments. If a per- 
son begins employment in June of 1959, 
he receives an assessment soon after 
starting employment based on his level 
of 1959 earnings. He has the option of 
paying this assessment or requesting to 
have the tax withheld by his employer. 
Then the tax for calendar year 1960 is 
assessed on the basis of his first 12 
months of employment, that is, from 
June, 1959 to June, 1960. Again, he 
may pay this assessment or request with- 
holding. In other words, the basis of 
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assessment follows the schedule: 


Assessment Period Base of the Tax 


Year 1 Actual income of the 
year 

Year 2 Actual income of the 
first 12 months 

Year 3 Income of year 2 


Income already assessed 
or income of penulti- 
mate year, whichever is 
greatest 

Income of final year 


Penultimate year 


Final year 


The degree to which taxpayers have 
adopted voluntary withholding in Ma- 
laya is indeed surprising when viewed in 
the broader context of world experience. 
In most countries, current payment of 
the income tax through withholding of 
the tax at the source appears to be ra- 
tionalized principally as an administra- 
tive device in order to control evasion 
and delinquency. In Malaya, however, 
withholding is offered solely as a con- 
venience to the taxpayer. Furthermore, 
without the Malayan experience, one 
might imagine that taxpayers in a lesser 
developed country would not have the 
degree of social consciousness and per- 
sonal discipline necessary to impose upon 
themselves voluntarily a system of regu- 
lar tax payments. Perhaps this also 
means that the convenience of with- 
holding to taxpayers has been under- 
rated in many countries—that with- 
holding is actually a boon both to 
taxpayers and tax administrators alike. 


Administrative Resources 
and Organization 


The Department of Inland Revenue 
administers four taxes: the income tax, 
business registration tax, estate duty, 
and stamp duties. Of these four taxes, 
the business registration tax is more of 
a fee than a tax, and the estate duty 
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and stamp duties are minor sources of 
revenue. Asa result, administrative re- 
sources within the Department are con- 
centrated on the assessment and collec- 
tion of the income tax. The total staff 
engaged in income tax administration in 
1959 was 265 persons. This staff may 
be classified into 204 persons engaged in 
technical assessment work, 89 of whom 
are trained in accounting and capable of 
auditing; 43 working on collections; 
and 28 in administration, two-thirds of 
whose time may be assumed to be spent 
on income tax assessment and collection. 

One of the most important features 
of the staff resources is that all of the re- 
sponsible administrative positions are 
held at present by Europeans despite the 
fact that Malaya gained independence in 
1957. There are 18 non-Malayans, who 
are carrying out a peaceful and gradual 
transition to the stage when Malayans 
can assume full responsibility for in- 
come tax administration. Some of these 
non-Malayans are on loan from the 
United Kingdom Department of Inland 
Revenue; some were on loan but have 
transferred over directly to the Malayan 
Department; while others were recruited 
in the open market, principally from 
Australia and New Zealand. The target 
date for “* Malayanisation ” of the De- 
partment is July 1, 1962, when all non- 
Malayans are expected to leave. This 
policy of repressing nationalistic feel- 
ings and exploiting the experience and 
ability of foreigners during a transi- 
tional phase appears to be very enlight- 
ened. Its only shortcoming is that the 
turnover of responsibility appears to be 
moving slowly. 

Improvement of the work force is 
undertaken through a three-year train- 
ing program for the technical staff 
which covers basic and advanced courses 
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in bookkeeping, income tax aspects of 
accounting, and income tax law. Lec- 
tures and tutorials are given at regular 
intervals, lecture notes are distributed to 
the students, and examinations are held 
at the end of each course. There is the 
weakness, however, that neither the lec- 
turers nor the students are given released 
time from their other duties with the 
result that the amount of sustained time 
and effort applied to the training pro- 
gram suffers. 

Income tax resources are divided into 
four regions and ten offices. The Kuala 
Lumpur office is the largest, handling 
about one-third of the total income tax 
burden. There are nearly 20,000 in- 
come tax returns processed by the Kuala 
Lumpur office, made up of 12,000 salary 
returns, 7,000 individual non-salary re- 
turns, and 700 company returns. As- 
sessments for these returns are processed 
by 18 clerks and 18 technical staff 
members, who are supervised by three 
non-Malayans. 

The Kuala Lumpur office is divided 
into four units: salaries, companies, 
Chinese businesses and partnerships, and 
Indian and miscellaneous. Some staff 
members are permanently assigned to 
each of these units, but there is also con- 
siderable flexibility of assignments in 
order to meet particular administrative 
priorities, such as the completion of 
salary assessments before those for other 
taxpayers. The rationale for having a 
special assessment unit for Chinese busi- 
nessmen is to use Chinese personnel for 
this work. 


Administrative Procedures 
and Problems 


International practice with respect to 


income tax assessment follows two 


sharply differing methods. On the one 
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hand, there is self-assessment, in which 
full responsibility devolves to the tax- 
payer to determine his own tax liability 
and forward a tax payment when due. 
Alternatively, there is the method by 
which the taxpayer merely reports the 
relevant circumstances determining his 
tax liability, and an assessment based on 
this information is processed by a tech- 
nical tax administration staff. 

Without entering into a discussion of 
the relative merits and demerits of these 
two methods, it is apparent at least that 
they provide different yardsticks for the 
measurement of administrative efforts to 
enforce an income tax. With self-as- 
sessment, the net effect of the adminis- 
trative effort may be determined rather 
precisely, for the technical staff is en- 
gaged almost exclusively in the obtain- 
ing of additional assessments over and 
above those voluntarily reported by tax- 
payers. In countries like France, Ma- 
laya, and the United Kingdom, however, 
which follow a procedure of administra- 
tive assessments based on information 
supplied by taxpayers, the net effect of 
the administrative effort is quite ob- 
scure. While the technical staff in these 
countries is engaged to some degree in 
the verification of taxpayer information, 
its efforts are also consumed to some 
considerable extent in rather routine and 
pedestrian tax calculation. Both of these 
functions are carried on at the same 
time, and in practice the line between 
the two cannot be distinguished pre- 
cisely. 

To be more specific, in Malaya a pro- 
cedural distinction may be made be- 
tween an “ investigation,” which refers 
to a comprehensive audit of a particular 
income tax case, and office auditing, 
which is undertaken in conjunction with 
the process of making assessments. How- 


ec 
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ever, while statistics are maintained for 
additional assessments attributable to in- 
vestigations, which are referred to as 
** back duties,” these are not made avail- 
able to the public. Moreover, data on 
additional assessments attributable to of- 
fice auditing are also not available, for 
this type of ad hoc and incidental verifi- 
cation is an inseparable adjunct of tax 
calculation. 

In the absence of any other evidence, 
the resources available for special investi- 
gations or comprehensive audits would 
lead to the conclusion that this area of 
enforcement is relatively weak in Ma- 
laya. Although the income tax was es- 
tablished in 1948, there were no special 
investigations undertaken until 1952, 
when an investigation unit was estab- 
lished. The operations of this unit were 
handicapped in 1955 when the senior in- 
vestigator returned to the United King- 
dom, leaving 50 to 60 cases suspended. 
Further staff was brought out from the 
United Kingdom in 1958 to assist in in- 
vestigatory work, but only three out of 
the five persons brought out were ac- 
tually engaged full time in investigation 
during 1959. 

On the other hand, among the 18 
persons on the technical assessment staff 
of the Kuala Lumpur staff, there are five 
that are capable of carrying out an office 
investigation that would be comparable 
to a comprehensive audit of a case, but 
the efforts of these persons are confined 
in practice to questioning particular 
items, principally through correspond- 
ence. Investigation is handicapped, 
therefore, by an investigation unit with 
insufficient personnel and an office staff 
with some skill but no time for the un- 
dertaking. As a further indication of 
weakness, there has only been one case 
brought to court for tax evasion since 
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1948, although prosecution for delay in 
rendering returns and paying the tax is 
routine. 

Improvement in comprehensive audit- 
ing is also inhibited by certain institu- 
tional handicaps. One problem is that 
cancelled checks are not returned by the 
banks to the drawers of the instruments, 
and furthermore, the checks are not 
normally made available by the banks 
for auditing purposes. Another diffi- 
culty is derived from the multiplicity of 
ethnic groups, dominated by Chinese, 
Indian, and Malays. It is reported that 
Chinese businessmen maintain compre- 
hensive records and have a general tradi- 
tion of responsibility to government, 
but their books are often not suitable 
for income tax compliance purposes be- 
cause of the intermingling of their 
private and business affairs. For ex- 
ample, it is commonplace for the pro- 
prietor to regard bank accounts and 
cash as belonging to himself and any 
payments made therefrom as personal 
payments. Plural marriages (and Chi- 
nese wives do not bear their husbands’ 
names) plus the prevalent use of aliases 
lead to difficulties in tracing assets when 
preparing statements of capital worth. 
Even for Chinese investigators, these 
problems are substantial; for non-Chi- 
nese investigators, it creates the further 
problem of dependence on the assistance 
of Chinese clerks. 

Before leaving the subject of assess- 
ments, two forward strides taken by 
the Malayan income tax administration 
should be noted. One is that all com- 
panies must have an independent audit. 
This is an aid in enforcement, since it as- 
sures a basic minimum of accounting re- 
liability and thus reduces the need to 
audit the books. Secondly, each tax- 
payer is assigned a unique number, 
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which is used for control and filing pur- 
poses both in assessment and collection. 
These taxpayer numbers, however, are 
not related to mechanization of opera- 
tions. The use of mechanical equipment 
is quite limited, with the policy being 
that mechanization should be used to as- 
sist but not to change procedures. One 
administrator remarked on this point, 
** Machines are an asset, not a salvation.” 

Once the assessments are made, there 
is a very impressive collection effort. 
This follows the British tradition of 
considering all assessments as final and 
collectible. After receiving assessments, 
taxpayers are given one month to pay 
the taxes due. Delinquent taxpayers at 
the end of this month are then presented 
a demand note which adds a 5 per cent 
penalty to the tax and provides for an 
additional four weeks to pay the tax 
and the penalty. At this stage, receivers 
of salaries or wages are required to ar- 
range for tax deductions by installments 
from their income payments. Finally, 
civil action is initiated at the end of the 
four-week warning period if no tax 
payment has been received. All of this 
collection activity for Malaya is central- 
ized in Kuala Lumpur, with a total 
work force available for the operation of 
44 persons. 

The record shows that the administra- 
tive action to insure collection of assess- 
ments is vigorous. During 1958, 558 
civil suits were instituted for the re- 
covery of tax amounting to $1,017,611. 
Within recent years, a concerted action 
to improve the collection record has re- 
duced the total of delinquent income 
tax payments from a level of $30 mil- 
lion to only about $5 million in 1959. 
These efforts have resulted in a present 
record of collecting 95 per cent of all 
assessments. 
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Conclusion 


Despite such inhibitions as an economy 
dominated by primary producers, a lack 
of long-run tradition in income tax 
compliance and enforcement, and a 
variation in ethnic groups, the Federa- 
tion of Malaya has made significant 
progress in developing a system of tax- 
ing income. 

The development of the income tax 
in Malaya to its present relatively strong 
position may be credited primarily to a 
conscientious and enlightened adminis- 
trative effort. Possibly the most note- 
worthy achievement is the development 
of a tradition for honest and dedicated 
civil servants, which confirms the prin- 
ciple that any system of income tax ad- 
ministration will operate effectively if 
the personnel are adequate in number 
and superior in quality. 

Particular procedures that contribute 
to the effectiveness of the Malayan in- 
come tax administration are the system 
of “ voluntary ” withholding and an ef- 
ficient system of collection. In view of 
the acceptance of voluntary withhold- 
ing on wages and salaries, it seems un- 
usual, however, that the same advantage 
is not extended to businessmen in the 
form of voluntary current payment of 
the income tax in installments. The 
principal administrative weakness, on 
the other hand, is in the area of com- 
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prehensive auditing. In this respect, it 
would appear as if an advance could be 
made by strengthening the training pro- 
gram and by imposing on taxpayers the 
responsibility to calculate their own as- 
sessments so that more technical re- 
sources could be devoted to verifying 
tax returns instead of to routine tax 
calculations. 

It is also apparent that inadequate 
preparation is presently being made for 
the transfer of administrative responsi- 
bility from Europeans to Malayans. It 
is to the lasting credit of the Malayan 
Government that Europeans have been 
retained for a transitional period, but in 
actual practice it is evident that little is 
being done to develop replacements for 
the present European administrators. 
Both in the training of technicians and 
future administrators, long-run gain is 
being sacrificed under the duress of col- 
lecting additional revenues in the short 
run. In this respect, Malaya suffers the 
same basic problem as most other income 
tax jurisdictions. 

Finally, the Malayan experience indi- 
cates that one can become too pessimistic 
with respect to the compliance and en- 
forcement difficulties of an income tax 
in lesser developed nations. Apparently, 
a workable and respectable income tax 
can be developed given the will to do 
so and a conscientious and enlightened 
administrative effort. 








NTA NOTES 





From the President 

Executive Director Walter J. Kress informs that the Proceedings of the 53rd 
Annual Tax Conference (New York, 1960) has been mailed. Walter is particu- 
larly happy with this volume largely because each conference session stimulated 
an unusual amount of discussion as well as disseminating much useful factual 
information and analyses. The distribution of the 1960 Proceedings and the 
imminence of what promises to be an exceptionally stimulating and enjoyable 
conference in Seattle prompt me to engage in a short briefing of our new mem- 
bers with respect to the nature and purpose of the annual tax conference. 


The annual tax conference is sponsored by the National Tax Association; 
indeed it was the principal reason for the formation of the association. Confer- 
ence sessions are separate from the special and annual business sessions of the 
NTA. The purpose of the conference is to bring together representatives from 
the various groups such as business, tax administrative and academic, to provide 
a free forum for discussion of questions related to public finance. The topics 
to be discussed and the speakers are selected by a program committee which 
endeavors to achieve both timeliness and balance, particularly with respect to the 
more controversial subjects. Few conference sessions are bland. They are well 
attended. Discussion usually is general, free and not without humor, and 
enlightening. 

Members of the National Tax Association as well as others who attend annual 
tax conferences are of course men of good will seeking a better understanding 
of complicated tax issues through free discussion. The principal centripetal 
force, however, lies in the safeguards contained in the Certificate of Incorpora- 
tion and the Bylaws of the National Tax Association. Individuals and groups 
are fully protected against embarrassment by provisions which safeguard “ the 
conference from the possibility of having its expression of opinion influenced by 
any class interest, or consideration for those who devote their time to the work 
or management of the association, or favor for those who contribute money to 
its support.” New members will want to read the Charter and Bylaws which 
appear in each issue of the Proceedings. 
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It is a pleasure to announce the personnel of the latest NTA study committee. 


The Committee on Model Property Tax Assessment and Equalization follows: 


Arthur D. Lynn, Jr., Chairman ........ Ohio 

J. L. Reuther, Vice Chairman .......... Missouri 
PE A, vs ono 3 bse or Wisconsin 
Ce TR: Ki hk citescicned. 3 ey Illinois 
Alan L. Gornick ...... dE aides com Michigan 
Re ti as see cd opine sens Pennsylvania 
ee eer Seer Illinois 
po ee eer ae New Jersey 
ee A a ee ... Ohio 
eer er ere Texas 
PE OID. 5 ig cos ws caverta piace ... Louisiana 
I DN pis dine vin ayncdpcne> 4 ¥ se California 


The task of this committee is indeed both important and challenging. The 
personnel, however, is highly knowledgeable, responsible and keenly interested. 
The Association may look with confidence to a superior report within the next 


two or three years. 
Pau E. ALYEA 


President 


From the Executive Director 


President Alyea has listed his appointments and changes in the personnel of 
the Journal Advisory Board and the NTA Study Committees in his NTA 
NoTES. In this issue it will be noted he has included the full personnel of the 
new Model Property Tax Committee on Assessments and Equalization. Any 
member who has retained his copy of the New York Conference Program can 
easily ascertain the personnel of the Study Committees by looking at pages 11 
and 12 of that program and then making the corrections by following President 
Alyea’s notes in the December, 1960, March, 1961 and this issue. The Com- 
mittee on Financing Public Education, appearing on page 11 of the New York 
program, filed its final report at pages 311-359 of the New York Conference 
Proceedings. This committee went out of existence with this report. It is most 


valuable reading for those interested in this important subject. 
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Continuous Attendance 

It is indeed appropriate to draw attention to the record established for attend- 
ance at consecutive conferences of the National Tax Association by one of its 
honorary members. Martin Saxe of New York writes that he plans to attend 
the Seattle Conference. It will be the forty-fifth NTA Conference he has 
attended without interruption. This is remarkable. His many friends will join 


in hoping he makes it fifty and then some! 


Long Distance Attendants at New York 

In the December, 1960 Journal it was mentioned that two members of NTA 
from Egypt and Japan attended the New York Conference. A third member 
present, namely Wei Ming Han of Taipei, Formosa, was overlooked in the inclu- 
sion. He was introduced by another Chinese member of NTA, Cheng Bong- 
Kuen, who is Executive Secretary of the National Tax Research Association of 
China. Because Seattle is considerably nearer for them than New York, we are 


hopeful we shall have a number of our Asiatic members in attendance there. 


Deceased Members 

Recently a number of highly valued associates of National Tax Association 
have been lost forever from our rosters and our gatherings. Among them are 
Cedric Major, President of the Lehigh Valley Railroad Company, New York; 
Paul W. Smith, Manager of the Tax Department of Union Carbide Corporation, 
New York; Robert P. Smith, Attorney, Washington, D. C., and Walter Walsh 
of the Esso Standard Oil Company, New York. 


Seattle Conference 

Interest continues from many sources in the coming Conference at the 
Olympic Hotel in Seattle, Washington. 

At the meeting of the NTA Executive Committee at the Brown Palace Hotel 
in Denver, on June 22-23, reports will be received from the Program Committee 
(Ronald B. Welch and Leslie E. Carbert, Co-chairmen) and the Local Arrange- 
ments Committee, headed by William S. Schumacher as General Chairman and 
Edward J. Notske as Executive Chairman. 

<a, 

Commissioner Schumacher advises that Governor Rosellini of Washington 
has mailed letters to the governors of all states and possessions of the United 
States, to the Commissioner of the District of Columbia and to the premiers 
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of the provinces of Canada inviting them to send delegates, as usual, to the 
Conference. 

The letters to the members, enclosing Secretary Mattersdorf’s letter with the 
report of the 1961 Nominating Committee (Past President J. L. Reuther, Chair- 
man) along with other pertinent information, hotel reservation cards, and prob- 
ably the Preliminary Programs, will be sent out from the Harrisburg office the 
last week in June. A paragraph in the letter will give the usual climatic con- 
ditions in Seattle during the first part of September. This will act as a guide in 
determining the kind of clothing required. 

Everything points to a fine Conference in a most scenic and interesting part 


of the United States. 


So Let the Slogan Be —“SEE YOU AT SEATTLE!” 


Membership 

I am delighted to report some excellent membership additions in all cate- 
gories. Recently, Fred E. Gleach, Chairman of the special subcommittee on 
membership appointed by President Alyea at the January Executive Committee 
meeting spent the day in Harrisburg surveying ways and means of increasing 
membership activities. 

It is most important that our members who enjoy the privileges and publi- 
cations of NTA transmit their enthusiasm by personal contact to good prospects 


in their respective geographic locations. 


PLEASE LET ME HEAR FROM YOU 
USE THE ATTACHED CARD 


WALTER J. Kress 
Executive Director 





APPLICATION FOR MEMBERSHIP 


Walter J. Kress, Executive Director 
National Tax Association 
905 Payne-Shoemaker Building, Harrisburg, Pennsylvania 


| agree with the objectives of the National Tax Association and authorize you to enroll 
me as a member. As such, | will receive the quarterly NATIONAL TAX JOURNAL and the 
PROCEEDINGS OF THE ANNUAL CONFERENCE. | desire my membership made effective with 
the quarter beginning: 


C0 A student in 2 recognized institution 
of higher learaing 
(] An employee of a government or of 
July, 19.... and enclose my check made pay- a school, receiving more than half of 
P £ (J An individual not coming within the 
or in payment o preceding categories $ 25.00 
dues as [) A corporation 
[J One who wishes fo contribute more 
liberally to the work of the Asso- 
Up to $1,000.00 


Jon., 19.... 
April, 19..,. 


Oo 

Oct, 19.... 1} | able to National Tax Association my income from such employment . .$ 
O 
O 


Name (Please print) 
Title or Profession 
Business Affiliation 
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(IF PROSPECT IS A CORPORATION OR ASSOCIATION, GIVE NAME & TITLE OF TAX REPRESENTATIVE) 


(STREET) 
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(INFORMATION SUBMITTED BY) 


"(PROSPECTIVE MEMBER FOR N. T. Ad) 


* (IF PROSPECT I$ AN INDIVIDUAL, GIVE TITLE AND AFFILIATION) 
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(STATE) 


ower eer eee ee eereoereee 


eeerwereseeeeve eee eeeee 


eeereeewreeeeeeseeeeeeeeeeeueee 








NATIONAL TAX ASSOCIATION 
Organized 1907—Incorporated 1930 


OBJECT. The National Tax Association is a non-political, non-sectarian, and non- 
profit-making educational organization. Its object, as stated in its certificate of incorpo- 
ration, is to educate and benefit its members and others by promoting the scientific 
study of taxation and public finance; by encouraging research; by collecting, preserving, 
and diffusing scientific information; by organizing conferences; by appointing commit- 
tees for the investigation of special problems; by formulating and announcing, through 
the deliberately expressed opinion of its conferences, the best informed thought and 
ripest administrative experience available; and by promoting better understanding of 
the common interests of national, state, and local governments in the United States and 
elsewhere, in matters of taxation and public finance and interstate and international 


comity in taxation. 


MEMBERSHIPS. The Association welcomes to its membership, for mutual discus- 
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